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FOREWORD AND ACKNOWLEDGEMENTS 


The objective of the current paper is to present the Ontario 
Commission of Inquiry into Residential Tenancies with a detailed descrip- 
tion of the characteristics and mechanics of rent control in Quebec, so as 
to help it in its task of assessing the virtues and weaknesses of the sys- 
tem prevailing in Ontario. It should be stressed that this document, which 
was worked up over a fortnight or so, remains mostly descriptive and is by 
no means intended, unlike some major studies deposited before the 
Commission, to provide a deep theoretical understanding or critical analy- 
sis of rent control and its effects on real estate markets; nor is it meant 
to be a comparative study of various systems operating in Canada, the 


United States or Europe. 


Despite our relatively modest mandate, we did our best to collect 
as much information on rent control in Quebec as could possibly be made 
available from various sources and within a short period of time. [In that 
respect, we are particularly grateful to MM. Jean-Guy HOUDE and Paul 
FOREST, respectively President and Chief Economist of the Régie du loge- 
ment, who kindly agreed to provide us with all the basic and updated infor- 
mation necessary to fulfil our task, as well as to MM. Michel RIVERIN and 
André DES ROCHERS, respectively General Manager and member of the Board of 
Directors of the Corporation professionnelle des propriétaires immobiliers 
du Québec (CORPIQ) for their assistance in appraising the impact of rent 
control on real estate investors’ behaviour. We also appreciated the pre- 
cious cooperation of Professor Denis CHAPUT, from the Hautes études commer- 
ciales (HEC), Montreal University, who provided us with a report he wrote 
in 1978 that was to form the theoretical basis for the rent control system 


as it now prevails in Quebec. 


We did as well benefit from the spontaneous contribution of Mr. 
Claude DAGNEAU, from the Tenants’ Association of Céte-des-Neiges, Montreal, 
which made it possible for us to draw a broad picture, succinct though it 
might be, of how tenants and their representatives view the rent control 


system in Quebec. 
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Finally, we wish to thank MM. Don JACK and John TODD, respec- 
tively Counsel and Director of Research for the Domsiee ton for having com- 
mitted to us the responsibility of this mandate while providing at the same 
time useful suggestions and insights for the preparation of the current pa- 


per. 





} 4 : ws Ze 7 a ON 


a ; > +a)? ae 
(its. “lake ee 


7< 

] 

: 
ee ee i es 


iP Wel. Glee pee 6-4] ; 


_ ; aye we obs") <» », o> Oe Shee 
7— 1 . > tial was * set ee “= -. - oe we 


: al 7, ae a a ead §(" 2. ty ee 


~ ei oe. _ 


7 





Shs 


1. INTRODUCTION: REGIE DU LOGEMENT 
INSTITUTIONAL CONTEXT, MAIN FUNCTIONS 
AND RESPONSIBILITIES UNDER THE CURRENT LEGISLATION 


1.1 Origin of the Régie du Logement 


The «Régie du Logement», hereinafter referred to as «the Régie», 
is a body of the Government of Quebec that was established under the Act 
respecting the «Régie du Logement» (Act 107) and which came into effect on 


October ie5 


, 1980. The Régie that came as a replacement for the former 
«Commission des loyers», is answerable to the Minister of «l'Habitation et 


de la protection du consommateur». 


1.2 Aim of the Régie 


The basic philosophy that prevailed to the establishment of the 
Régie rests upon the principle that harmonious relationships between land- 
lords and tenants will emerge from better information on their respective 
rights and duties and that, where this cannot be achieved, the Régie will 
help them settle their disputes in a fair and just manner and in the best 
possible atmosphere. We shall come back on that issue later on in this pa- 


per while trying to assess whether or not the Régie reaches its aim. 


Thus, the Régie is actually a tribunal with the double mandate of 
deciding on claims submitted to it and, where possible, bringing landlords 
and tenants together. It should be stressed that the mandate of the Régie 
is not to set rent universally or globally, but to favor above all negocia- 
tion and private settlement between the two parties. Consequently, it in- 
tervenes only in a limited number of cases accounting for between 5 percent 
and 10 percent of the rental market and operates on a case by case basis; 
even then, only a fraction of all claims presented before the Régie will 
actually be settled through a decision by the tribunal. Inuelesanror 


instance, 80 840 claims were processed by the Régie, representing roughly 


«3- 


7.6 percent of total rental units in the Province’. On that amount, 
slightly below two thirds (53 230) ended up with a formal decision, the re- 
maining third being settled either through direct negotiation between the 
landlord and his tenant (6.5%) or via conciliation before the Régie 


C2927 3) 


1.3 Jurisdiction of the Régie 


The Régie has jurisdiction over all premises leased for residen- 
tial purposes: dwellings, rooms, mobile homes and land intended for the 
installation of a mobile home, including services, accessories and depen- 
dencies, even if the latter are the object of a distinct lease. However, 
low rental housing (L.R.H.) dwellings located in buildings less than five 
years old and dwellings leased by a cooperative to one of its member par- 
tially escape the jurisdiction of the Régie. The Régie takes care of most 
disputes related to residential leases and may be called upon in the fol- 


lowing cases: 


a) for a claim concerning a lease when the amount is question is 


less than 15 000$; 


b) for a claim, irrespective of the amount involved, concerning: 


1) extending a lease; 

ii) setting or adjusting rent; 

iii) repossession; 

iv) subdividing or changing the purpose for which the dwelling 
is used; 

v) certain types of recourses related to leases used in low 
rental housing; 


c) for a claim related to the preservation of dwellings, such as: 


i) demolition 
ii) sale of a building belonging to a building complex; 


By the end of 1984, total rental units in Quebec stood approximately at 
1 058 000; this figure is arrived at by adding up rental units comple- 
tions between mid-1981 and the end of 1984 to the existing rental stock 
according to the 1981 Census. Demolitions and conversions are there- 
fore omitted in the calculation. 


29h 


iii) transformation of a building into co-ownership (undivided 
or condominium)?®. 


Finally, it should be stressed that all tenants and landlords are 


entitled to the services of the Régie, even in the absence of any lease. 


1.4 Conciliation Versus Decision Rendering 


As part of its mandate, the Régie offers landlords and tenants 
who did not manage to reach an agreement on their own a conciliation ser- 
vice which, without taking away their right to a fair hearing and decision, 
often allows them to arrive at a settlement with the help of a conciliator 
specialized in this type of approach. Where even such an attempt fails, 
the Régie is required to settle the case which is done through rendering a 
decision after a hearing during which the parties are heard by a com- 
missioner or, eventually, a special clerk of the court. Parties may, if 


they wish, be represented by a lawyer except in the case of small claims. 


A 20.00$ fee must be paid down upon applying before the Régie, 
which shall be reimbursed if an agreement is reached prior to the hearing. 
However, no fee is required in the case of applications for setting or ad- 
justing rent and for modifying a lease. Welfare recipients are also exempt 


from any fee. 


* The moratorium imposed several years ago by the Minister of Housing and 


preventing any rental unit in buildings of more than five dwellings 
from being converted into condominiums unless all tenants agree still 
holds. A decision on that issue is expected sometime next Fall. 


san 


2. RENT CONTROL IN QUEBEC: 
OBJECTIVE AND LEGAL PROCESS 


As was shown above, the jurisdiction of the Régie extends quite 
far into nearly all aspects of residential rental activities. Yet, the 
rent control issue remains the prominent one, upon which we shall now lay 
emphasis. Although rent control has been going on in one form or another 
for quite some time in Quebec, it has reached its full maturity with Act 
107 establishing the Régie du logement. We shall now look at the objective 
of the system and at the legal process surrounding it, before investigating 


further into its mechanics and incidence. 


2.1 Objective of Rent Control © 


Basically, the objective of the rent control system in Quebec is 
to PREVENT EXCESSIVE RENT RISES so as to maintain a «fair» level of rent, 
while still allowing for a «reasonable» return to be realized by the land- 
lord on his investment. Several points emerge from such a statement, which 


need to be clarified: 


a) Firstly, it is important to stress that the system is designed to regu- 
late RENT RISES, not the absolute level of rent. Thus, the level of 
rent which serves as the basis for calculating yearly increases is im- 
plicitly assumed to be a «fair» one. In other words, where a discre- 
pancy exists between, on the one hand the rent charged to the tenant 
for a given type and quality of rental dwelling with specific loca- 
tional attributes and, on the other hand, the market rent for similar 
premises, no provision of the Act will allow the Régie to adjust that 
rent either upwards or downwards. The problem, of course, will rarely 
arise with respect to higher - than - market rents, since market mecha- 
nism will sooner or later provide for a downward adjustment of such 
rents to competitive levels, the alternative being that the dwellings 
remain unoccupied. In contrast, if, for some reason, the rent charged 


for a unit proves to be below what the market would command at the time 


Silihe 


of falling under the jurisdiction of the Régie, then the discrepancy 


will be maintained thereafter. 


Therefore, it should be made clear that the rent control system 
prevailing in Quebec cannot ensure «fair» levels of rent, unless it is as- 
sumed that the rents charged for dwellings are already «fair» ones from the 
start, that is such rents are actually adequate basis on which to calculate 


rencirises:. 


b) Secondly, the use of concepts such as «fair rent» and «reasonable re- 
turn» is likely to bring ambiguity into the interpretation of the fun- 
damental goal the system seeks to achieve. Indeed, the «fair rent» 
concept may take two different meanings depending on whether it applies 
to the tenant or to the investor/landlord. In the first case, a «fair 
rent» refers to the reasonable proportion of a tenant’s gross income 


that may be devoted to housing expenditures, considering all other ba- 


sic expenses he must face; traditionally, it is considered - although 
somewhat arbitrarily - that 25 percent is the maximum a household 
should spend on housing. From an investor's point-of-view however, 4 


«fair rent» is that rent which provides him with a «reasonable» return 
on his investment, that is with a return similar to what would have 
been available from any other asset offering an equivalent level of 
tisk. Only such a rent will induce investors to produce new residen- 


tial units so as to meet rental demand. 


Having said that, there is no reason why these two definitions of 
a «fair rent» should necessarily coincide. Besides, the rent control sys- 
tem as it is cannot guarantee a reasonable return to the investor, but may 
at the very most allow him to realize such a return (by not preventing 
rents from rising), provided the market itself is able to generate it. 
Basically, it is possible to illustrate the role a rent control system may 


play by conceiving two diametrically opposed market contexts: 


i) Let us first assume a situation where the supply of rental units 


is scarce relative to the demand, which, in an uncontrolled market, 


oe 


would tend to push up rents. Under such conditions, controlling rent 
increases will limit investors’ return and, ultimately, the increase 
in value of rental buildings (the value of a building being the direct 
reflection of the potential net income it can yield over a given pe- 
riod of time) to a level that will be necessarily lower than the one 
prevailing in an uncontrolled market. If this were not the case, 


there would be no justification on which to ground rent control. 


ii) Let us now assume a situation whereby an over-supply of rental 
units significantly increases inoccupancy rates, thereby driving rents 
down or, to be more realistic, preventing them from rising (which, in 
real terms, is equivalent to a drop in rent levels). Under such cir- 
cumstances, there is no need for controlling rent increases, since the 
latter are virtually non-existent due to competition between in- 


vestors/landlords. 


In light of such considerations, the objective of the Quebec rent 
control system may be reformulated as follows: it aims at limiting rent 
rises to the amount which is needed to compensate for increases in opera- 
ting costs, replacement costs and in the marginal cost of capital so as to 
Keep real estate returns in line with normal returns available on alterna- 
tive assets of equivalent risk and to prevent rental building values from 
dropping, while ensuring at the same time that the tenants’ situation does 
not deteriorate unduly. Therefore, any rent increase greater than what is 
allowed based on those standards would be considered as «excessive» and 


consequently detrimental to the tenant of the premises. 


We shall later on investigate in greater depth the basic ratio- 
nale of real estate investment. Before doing so, let us focus on the legal 


process pertaining to the rent control issue in Quebec. 
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2.2 The Legal Process 


In the current section, we will confine ourself to the descrip- 
tion of the legal process followed for claims concerning setting (or ad- 


justing) rent. Several steps are involved: 


Step 1: If a lessor (the landlord) wishes to increase rent or modify a 
term of the lease, he must give the lessee (inet Conant) written notice 
within the time limits prescribed by the Civil Code. For fixed term 
leases of twelve (12) months or more, that notice should reach the te- 
nant between three (3) to six (6) months before the end of the lease, 
whereas for other term leases (either less than 12 months or indetermi- 


nate), the time limit is set between one (1) to two (2) months. 


Step 2: If the tenant disagrees with the proposed rent increase or change 
in terms, he must, in turn, give the lessor written notice within one 
(1) month or receipt of the landlord’s notice. If he doesn’t, he is 
deemed to have accepted the new rent or the new terms proposed by the 


landlord. 


Step 3: Following the tenant’s refusal, the landlord must within one (1) 
month of receiving his notice submit an application for setting rent to 
the Régie. Should he fail from doing so, the lease would be extended 


without modification. 


Step 4: Once his claim has been submitted to the Régie, the lessor will 
receive from the latter a form referred to as_ the «IN» form 
(Information Necessary for Fixing the Rent), which he must fill in and 
return to the Régie before the prescribed deadline. Upon completion, 
this form will display the income and expenditures for the building in 
which stands the dwelling concerned by the claim, and it will serve as 
the basis for determining rent (i.e. the rent increase if any), 
according to prescribed criteria that will be looked upon in the next 
section. The landlord should be able, at the hearing, to supply proof 


of the information he has supplied in the «IN» form. 


hin 


Step 5: The Régie issues a notice of hearing, whereby the parties are in- 
formed of the date, time and place of the hearing. The hearing may be 
postponed to a later date upon the request of either party, provided a 
written statement is produced before the Régie by the demander showing 
the other party agrees. At the hearing, the commissioner may also, at 
his own discretion, or by request, postpone the session to a later 


date. 


Step 6: The hearing itself is a session during which the commissioner 
hears the parties at the prescribed time and place, in order to settle 
the dispute. If the hearing cannot be completed within the same day, 


then the commissioner may adjourn the session. 


Step 7: Once the hearing has been held, the commissioner takes into 
account the proof submitted to him and renders a written decision on 
these grounds, thereby determining the allowed rent rise _ and, 
consequently, the revised rent that should be paid to the landlord. 


Each party receives a copy of the decision. 


Step 8: Although claims concerning setting (or revising) rent are not sub- 
ject to appeal in a Provincial Court, they may be revised by the Régie 
itself, provided the appeal is submitted within one (1) month of the 
decision. The parties are then called to a new hearing, held before 


two commissioners whose decision is final and cannot be appealed. 


From the above procedure, two features may be brought out as 


being particularly characteristic of the rent control system in Quebec: 


a) firstly, it is incumbent on the lessor, not on the tenant, to bring 


the case before the Régie; 


b) secondly, unlike what happens with most other claims, the final de- 
cision with respect to rent review related issues rests with the 


Régie, which is thus the ultimate authority on the matter. 
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Finally, it should be mentioned that a landlord may withdraw his 
claim at any time before a decision is rendered; similarly, the parties re- 
main free to reach an agreement at any time before the hearing takes place, 
or even at the hearing itself. In both cases, the Régie closes the case 


upon presentation of a written statement. 


The procedure we have just described may be best summarized 
through the following diagram schematizing the various steps involved in a 


rent setting case (Table 1). 


STEP -l- 


STEP -—2- 


ay 


TABLE 1 
Rent Setting Procedure in Quebec 


NOTICE OF RENT INCREASE 
fran the landlord 


At least 3 months 
before lease ends 














within 1 month of receipt 
of landlord's notice WAIVER (The Landlord 
withdraws his claim) 
‘\ 
SUBMISSION OF APPLICATION 
before the Régie by the 
landlord SETTLEMENT of the 
DISPUTE through private 
arrangement between the 
parties or via 
Conciliation before the 


Régie 


or 


within 1 month of receipt 
of tenant's refusal notice 


RECEPTION AND COMPLETION 
of the "IN" form by the 
landlord 








NOTICE OF HEARING 
issued by the Régie 


DECISION is rendered by 
the Régie 


APPEAL before the Régie and 
FINAL DECISION rendered 


Sty is 


3. THE MECHANICS OF RENT CONTROL IN QUEBEC 


In the current chapter, we shall perform a detailed analysis of 
the method used by the Régie to determine rent rises. Beginning with a 
broad description of the main variables accounted for in the method, we 
shall interpret the latter in the light of the fundamentals of real estate 
investment before venturing into the very mechanics of the system. 
Finally, more specific issues will be further investigated so as to bring 
out the main advantages and weaknesses of the prevailing rent control pro- 


cess. 


3.1 General Description of the Method: Some Theoretical Aspects 


In conformity with the general objective of rent control as for- 
mulated earlier in the document, rent increases are determined by taking 
into account two sets of factors, namely FLUCTUATIONS IN COSTS incurred 
for operating the building and RETURN REQUIREMENTS on invested capital. 


More precisely, the method consists essentially of: 


a) setting the rent, proportionally for each dwelling, according to 
the change in expenses for the building; these include expenses re- 
lated to taxes, insurance, energy, maintenance and management of the 


building. 


b) Remunerating the capital invested in the building by awarding a 
«reasonable» return on funds spent for repairs or major improvements 
and by adjusting the net income on the building so that the investment 
it represents remains profitable. We shall later on lay greater em- 
phasis on the net income adjustment which is undoubtedly a major and 
somewhat hermetic element of the rent control system prevailing in 


Quebec. 


By and large then, the method used in setting rent increases re- 
gards the landlord as an investor entitled to a «reasonable» return, that 


is a return similar to that available on any alternative investment of 


ne 


equivalent risk; this refers to the «opportunity cost of capital» concept 
which precisely indicates the minimum acceptable rate of return, or hurdle 
rate an investor is likely to require from a given asset or project. Since 
the return on a building depends primarily on the net income it generates, 
any increase in operating costs will directly affect that return downwards; 
hence the need for counterbalancing such an effect by letting the rents 
rise accordingly. Besides, any rise in the general level of interest rates 
- that is, in the marginal cost of capital - also resulting in falling real 
estate values, it follows that the value of a building may only be main- 
tained if, and only if, net operating income accruing from it is raised so 
as to offset the detrimental effect of interest rate fluctuations. 
Finally, the capital appreciation of a building being generally a signifi- 
cant component of the total return sought by an investor, it is important 
to see that the market value of real estate increase over time; to put it 
another way, the long-term, overall investment return on a property may 
only reach competitive levels in as much as expectations about the appre- 
ciation in the asset’s value over the holding period do materialize. This, 
in turn, requires that net income be further adjusted upwards. Thus) as 
will be clearly illustrated later on, the net income adjustment mechanism 
is itself a twofold process operating under various market conditions and 
designed at preventing overall investment returns from falling below com- 


petitive levels. 


Further insight into the rent setting process may be gained by 
looking at the fundamentals of real estate investment. Basically, it can 
be said that the market price that should be paid today for a building di- 
rectly mirrors its ability to generate income, now and in the future, as 
well as its appreciation over time. To put it more precisely, the NET 
PRESENT VALUE of a real estate asset equals the summation of all income 
flows, net of expenses, that are expected to accrue from it over a given 
period of time (the holding period of the asset), plus the market value of 
the building upon resale, minus the initial cash outlay, all future flows 
being discounted at the proper discount rate. This may be expressed by the 


following equation: 


aT On 


NPV = > NOI i 


t=1 (1+i)* n (144) Ge (1) 


where: NPV = Net Present Value of the Investment 
NOI = Net Operating Income 


V,  =Market value of the building upon resale at time t=n 


IcO = Initial cash outlay at time t=0 
i = Discount rate 


n = Number of holding years. 


A positive NPV indicates the investor is granted with a surplus 
above and over the minimum return required, whereas a negative NPV implies 
that, considering his initial cash outlay, the investment will yield a rate 
of return which does not match the required one. Finally, a NPV equal to 
«OQ» indicates the discount rate used in the calculation precisely cor- 


responds to the actual «internal rate of return» (IRR) of the investment’. 


For the sake of our demonstration, let us assume the investor has 
purchased the property outright, that is without any leverage°, and that 
the initial cash outlay is actually the price paid for the property at time 


t=0. Equation (1) then becomes: 


ee Pee Or Ae ee tees Ceedegge Joe (2) 


where a8 = Purchase Price at time t=0. 


Besides, we can state that the market value of the building at 


the time of purchase - in other words, its present value - is equal to the 


* The technical definition of the IRR is that discount rate which just 
causes the NPV equal to zero. 


Paints assumption actually allows us to use net operating income rather 
than cash-flows as the basis for our calculation, debt servicing costs 


being non-existent. 
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purchase price (Po) plus NPV, which allows for a further transformation of 
equation (2) into the following: 


ae B NOI ee (3) 


o t=1 (i= n (1+i)” 


where V, = Market value of building at time t= 0. 


Thus, equation (3) clearly demonstrates the link between, on the 
one hand, the market value of a building and, on the other hand, the net 


operating income it generates as well as its increase in value over time. 


We shall end this overview of the real estate investment ratio- 
nale by focusing on a major element of the NPV model, namely the discount 
rate whose importance is obvious from the fact that any change in it will 
modify the market value of the building. Indeed, a rise in the discount 
rate will result in the latter being depressed, whereas a drop in that rate 
will cause the building to increase in value, for a given level of net 


operating income. 


Despite its importance though, the «discount rate» remains rela- 
tively ambiguous in that it may refer to several concepts currently used in 
economic and financial issues but among which a choice is not always easy. 
Thus, the market determined discount rate will currently reflect the 
Marginal Cost of Capital, which may be defined as the rate of return avai- 


lable on the next best opportunity offering a similar degree of risk. 


With such concepts in mind, it is easier to understand the basic 
rationale underlying the rent control system in Quebec; rent rises are de- 


termined so as: 


a) to compensate landlords from the eroding effect increasing costs have 


on net operating income and, consequently, on returns and values; 


Po hs 


b) to offset the depressing impact rises in the marginal cost of capital - 
and particularly in financing costs - have on real estate values and 


cash flows; 


c) to provide for an upward adjustment of real estate values over time, 
thereby allowing for total return to keep in line with market ex- 


pectations; 


d) to reward investors making major improvements to their buildings by 
providing them with a return on the funds used for that purpose which 


is equivalent to their opportunity cost of capital. 


3.2 Detailed Analysis of the Rent Setting Method 


The Current section will be devoted to a thorough review of the 
rent setting method, each variable entering the rent rise determination 
process being scrutinized. Each item giving rise to a statutory adjustment 
factor will be accompanied by an example of how calculations were performed 
for the year 1985. Our analysis will follow the same sequence as that pre- 
vailing in the Calculation Form, on which final calculations leading to the 
rent increase are made. Before this last step, data pertaining to such 
calculations must be written down on the «IN» form referred to earlier, as 
well as on the Dwelling Schedule which provides specific information on wa- 
ter and service taxes as well as on major repairs and improvements that ap- 
ply only to the dwelling for which a claim was made. Thus, while only one 
«IN» form is required for each building, the lessor should fill in as many 


Dwelling Schedules as there are claims within the same building. 
3.2.1 Variables Accounted for in the Determination of Rent Rises 


Rent rises are determined using four (4) sets of variables, that 


phx We 


-. Gross Operating Income 


- Operating Expenses 


ce be 


- Net Income Adjustment Factor 


- Major Improvements and Repairs Adjustment Factor. 


a) Gross Operating Income from the building includes: 


i) All income from residential dwellings and non-residential 
dwellings (i.e. dwellings used for commercial, professional, 
industrial or craft purposes), as well as additional income accruing 


from services such as parking. 


ii) Estimated rent for any dwellings which are vacant or occupied by 
the landlord or his family, or occupied by the janitor or other em- 
ployees. The rent of such dwellings is estimated by comparing them to 


similar rented dwellings. 


iii) Any income from additional services such as washing machines, 


vending machines, etc. 


A major point to stress here is that the gross operating income 
basis from which operating expenses will be deducted refers not to 
EFFECTIVE income but to POTENTIAL income from the building. Therefore, 
neither vacancies nor bad debts are taken into account in the calculation 


of rent rises. We shall discuss this important issue later on. 


b) Qperating Expenses include: 


i) Taxes and insurance costs, that is, municipal and school taxes ap- 
plicable only to the building, as well as fire and liability insu- 


ance. 


ii) Other expenses, namely «energy expenses» related to the use of 
oil, gas and electricity, «maintenance expenses» such as wages and 
other costs related to employees, supplies and minor repairs, and 
«management costs» consisting of the expenditures and time devoted to 


building administration. 


eye ee 


The method used for calculating increases in operating expenses 


will vary depending on the items considered: 


i) In the case of taxes and insurance expenses, cost rises are mea- 
sured on an individual basis after the actual costs met by the land- 
lord and are defined as the difference between costs incurred over the 
last period preceding March 31 for which information (e.g. a bill) is 
available (civil or fiscal year’, whichever applies) and those in- 
curred during the previous (next-to-last) year. Thus, if the rent in- 
crease which is the object of the claim refers to 1985 (for leases 
starting on July lst, 1985), the rise in taxes and insurance expenses 


that will be takensinto accountsin the determination of that increase 


is the difference in costs between: 


- either 1985 and 1984 in the case of municipal property taxes 
which are payable in advance, 


- or the fiscal year 1984/85 and 1983/84 in the case of school 
taxes, 


- or the years 1984 and 1983 as it is for insurance expenses. 


ii) As for increases related to all other operating expenses, they are 
calculated by applying to costs incurred over the last fiscal year 
average expected increase rates based on market conditions. 
Management costs are estimated at a fixed percentage (5%) of the 


building’s potential gross income. 


In order to provide a clear picture of how such expected rates of 


increase are arrived at, we shall now reproduce the method as it was ap- 


plied for calculating 1985 rent rises. 
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The fiscal year runs from April 18* to March 31. 
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ITEM -1-: OIL: The increase in the retail price of heating oil 
between October 1983 and October 1984 is calculated for both Montreal and 


Quebec City, and the resulting average rate rounded at 0.5: 


TABLE 2 
Average Retail Price for Heating Oil 


QUEBEC MONTREAL 
OCTOBER 1983 34.8¢ 34.5¢ 
OCTOBER 1984 36.3¢ 36.0¢ 
RATE OF INCREASE 4.3 4.3 


Sources: Stat. Canada, cat. 62-010, table 18. 


e-- RETAINED RATE OF INCREASE FOR 1985: 4.0% 


(rounded to nearest unity) 


ITEM -2-: GAS: As the Metropolitan Gas Co. Inc. expects no rise 
in the costs of residential services for the current year (1985), the rate 


of increase for gas expenses may be considered as null. 


--- RETAINED RATE OF INCREASE FOR 1985: 0.0% 


ITEM -3-: ELECTRICITY: According to a press conference given on 
October 1984 by the President of the Board of Directors of Hydro-Quebec, no 
increase in the cost of electricity is expected until Summer 1985 at the 


soonest. 


--- RETAINED RATE OF INCREASE FOR 1985: 0.03% 


ITEM -4-: MAINTENANCE COSTS: Ina first step, increases in la- 
bor costs, prices of maintenance products and costs of minor repairs (for 
which the costs of rental repairs are used as a proxy) are calculated on 


the basis of price or cost indices set up for 1983 and 1984. We thus have: 
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TABLE 3 
Price and Cost Indices (1981 = 100) 








PRICES OF MAIN- COSTS OF MI- 
metic: COSTS TENANCE PRODUCTS NOR REPAIRS 
ZL I 
2 
(July) (September) fauna) 
1983 lie. 1 2S a7. L542 
1984 Ore 2 P2167 Le a 





Sources: Stat. Canada, cat. 62-010, table 9, D-130159. 
cat. 62-001, table 3. 
Stat. Canada, cat. 62-010, table 9, D-130135. 


Then, three size categories of building are considered; in each 
case, an index is set up which combines all three indices previously calcu- 


lated, weighted according to the size category referred to’. We thus have: 


CATEGORY 1: 1-20 dwellings: 
sa bene -2514 ste .15T5 + .60I, 


CATEGORY 2: 21-200 dwellings: 
I; = »3514 ae -15I4 te .50T3 


CATEGORY 3: Over 200 dwellings 
I¢ = 4714 ar -15I5 ot . 3813 


The resulting cost increase for each size category over the 


1983/84 period is then as follows: 


I, = 2.78 


Since dwellings located in buildings of over 200 dwellings ac- 
count for less than 20 percent of all dwellings subject to a claim before 


’ The weights for each size category reflects the relative importance of 


each variable within the category. 
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the Régie, the final rate of increase for maintenance costs will be the 


average of IA and IB: 


--- RETAINED RATE OF INCREASE FOR 1985: 3.0% 


ITEM -5- MANAGEMENT COSTS: Management costs are estimated at 5 
percent of gross potential income; although such a figure overestimates the 
actual management costs met by small landlords, this will compensate for 
maintenance jobs they personally assume. As for cost increases, they are 
defined as the increase in weekly wages pertaining to the «finance-insu- 
rance-real estate» sector in Quebec between July 1983 and July 1984: wages 
rose from 390.86$ to 404.62$, according to a rate of increase of 3.5 per- 
cent (4.0 percent when rounded). That rate is then applied to "notional" 


management costs (5 percent of preceeding year’s gross potential income). 


--- RETAINED RATE OF INCREASE FOR 1985: 4.0% 


c) Net Income Adjustment Factor, as we have seen, is designed so as to 


compensate investors for increases in the cost of financing (which 
forms an important part of the marginal cost of capital) while 
maintaining, or eventually increasing the market value of real estate. 
In fact, net income adjustment is itself the end result of two distinct 


operations, namely: 


- A first adjustment meant to modify net income proportionately to 


the fluctuations in financing costs, and 


- a second «additional» adjustment regarded as a premium granted to 
the investor and based upon market expectations, which aims at allow- 
ing the market value of the building to rise over time. This 
«additional» adjustment rests upon the assumption that the capital ap- 
preciation of a building is a significant component of the total re- 


turn which the investor is entitled to. 


By Ds 


On the grounds of our previous theoretical development (Section 
3.1), it is now possible to assert these two apparently distinct operations 
are actually two complementary aspects of a same process: indeed, while a 
rise in interest rates - hence in the costs of financing - will tend to de- 
press real estate values unless net income is raised accordingly (which the 
first adjustment does), in times of relatively low and stable interest 
rates real estate values will resume their ascent, provided net income, and 
therefore rents, are not prevented from doing so (which the second adjust- 
ment allows). Therefore, the two components of the net income adjustment 
factor should be seen as operating in the same direction, although under 


opposite economic conditions. 


i) Net income adjustment related to FLUCTUATIONS IN INTEREST RATES is 
based on a moving average over the last five years of annual 5-year 
term conventional mortgage rates, with decreasing weights being 
attached to such rates as we go back further in time. These weights 


are as follows: 


Meat eo UO usS 
OW RN ec oe hes Bln Pa | 
pearecec <- -0220 
Weare 5. 203 
Wea teet< 4. es 0.07. 


Variations in average costs of financing from one year to another 
are then calculated, with the surplus over and above the inflation rate 
(based on the Consumer Price Index) being stocked in a «reserve» and re- 
ported from year to year until it is used up. Thus, the net income adjust- 
ment factor related to interest rate fluctuations may never exceed infla- 
tion; however, it may well be negative whenever mortgage rates drop pro- 
vided the negative figure thus obtained is not offset by a positive reserve 
of greater absolute value. Table 4 illustrates the whole calculation pro- 


cess. 
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--- RETAINED NET INCOME ADJUSTMENT FACTOR 
RELATED TO INTEREST RATE FLUCTUATIONS: -3.0% 


aL) Net income adjustment related to BUILDING VALUE 
APPRECIATION is by far the least explicit (and the most «hermetic») element 
of the rent rise determination method. It is actually discretionary, 
although not totally arbitrary, and obviously bears strong political 
savour. For 1985, it was established at 5.0 percent, considering the real 
estate market context prevailing in December 1984. The calculation leading 


to the determination of that item is performed in ANNEXE A. 


To conclude on this important aspect of the rent’ rise 
determination process, let us assume a situation where interest rates are 
stable over a long period of time while inflation is constant. Under such 
circumstances, the net income adjustment factor pertaining to interest rate 
fluctuations whould be nil, even though investors are faced with constantly 
rising prices and costs. It should be understood that, in such a situation 
the total rent increase would simply be based upon on the one hand, the 
rises allowed for operating expenses and major repairs, and on the other 
hand, the increase stemming from net income adjustment related to building 


value appreciation. 
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TABLE 4 


Calculation Method for Interest Rate related Net Income Adjustment Factor 











t r r 
t t 
YEAR AVER. MORT MOVING AVER. 
(APRIL TO RATE FOR ‘THE OVER LAST 
MARCH) YEAR 5 YEARS 
% % 
1975-76 Lek - 
1976-77 11.423 - 
1977-78 10.333 - 
1978-79 10.821 - 
1979-80 12.626 11.458 
1980-81 14.712 12.574 
1981-82 19.017 14.919 
1982-83 16.597 15.951 
1983-84 13.026 152375 
1984-85 13.633") 14.854 
Source: Bank of Canada Review, Table 20 - 


(1) Estimate for Dec. 


1984 to March 1985. 


(2) Figures rounded to the nearest .5. 








A nm : 
ry Re GANT 4) 
VARIATION IN RESERVE-BEG. GROSS ADJUST. 
i OF THE YEAR OF NET INC. 
% % % 
9.74 0.00 9.74 
18.65 0.00 18.65 
6.92 6.15 13.07 
-3.61 5.07 1.46 
-3.39 0.00 =3'539 
B14024. 


CEILING FOR 
NIA 
tel 


3.0 





1a'?) 


N 
ttl 


NET INC. ADJ. 
TOR NEXT YR. 


R 
ti] 


RESERVE-BEG. 


OF YEAR 
Eh tol 


eS: 


--- RETAINED NET INCOME ADJUSTMENT FACTOR RELATED 
TO BUILDING VALUE APPRECIATION FOR 1985: 5.0% 


Hence, 


--- RETAINED TOTAL NET INCOME ADJUSTMENT 
FACTOR FOR 1985: 2.0% 


d) Adjustment Factor for Major Improvements and Repairs: The Régie consi- 


ders major improvements and repairs as medium-term investments and re- 
wards landlords accordingly. In practice, the Régie measures the ave- 
rage return, over the last twelve months, on 5-years term investments, 
to which it adds a 1 percent premium in order to induce landlords to 
maintain the rental housing stock in good condition. Thus, between 
April 1984 and November 1984, the average return on 5 years guaranteed 
investment certificates from Trust companies stood at 12.38 percent, 
while it was estimated at 11.25 percent for the rest of the period. 
The average return on medium-term investments for the whole year was 
then 12.00 percent; adding up the 1 percent premium, we arrive at a 


figure of 13 percent for major improvements and repairs. 


--- RETAINED ADJUSTMENT FACTOR FOR MAJOR 
IMPROVEMENTS AND REPAIRS FOR 1985: 13.0% 


3.2.2 Calculation of Total Rent Increase 


The final rent increase allowed by the Régie is the summation of 
all rises due to operating expenses, net income adjustment and adjustment 
for major improvements and repairs. The approximate rate of rent increase 
is then calculated by dividing total increases by the gross operating in- 
come from the building; it is that average rate which shall be applied to 
each dwelling being the subject of a claim and located in that building. 
However, special provisions may be taken into account in the calculation of 
the rent increase pertaining to a particular dwelling, especially if an ex- 
pense does not apply to it. Thus, water and utility taxes are considered 


separately according to the information appearing in the «Dwelling 


Sige 


Schedule»; similarly, rent adjustment for major improvements and repairs 
can only be passed on to a tenant if the latter derives direct benefit from 


these investments. 


Finally, let us recall that rent control does not apply to buil- 
dings which are less than five years old. Such an exemption aims at en- 
couraging new rental construction so as to avoid undersupply in the medium 
and long-term as well as aging of the rental dwelling stock. Whether this 


goal is achieved will be discussed later on. 


Table 5 illustrates the rent rise calculation method resorted to 


by the Régie, as it appears in the 1985 Calculation Form. 
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TABLE 5 


Summary of Rent Increase Calculation Method - 1985 Form 





e Annual Rent of Dwellings Leased in March 1985 

© Estimated Annual Rent of Vacant Dwellings in March 1985 

© Estimated Annual Rent of Dwellings Occupied by the 
Landlord, his Family, the Janitor or other Employees 


in March 1985 


e Annual Income fran Additional Services 
(April 1, 1984 to March 31, 1985) 


@ Municipal Taxes 
@ School Taxes 


® Insurance 


OTHER EXPENSES: 


® Gs 


e@ Electricity 

© Maintenance 
Expenses 

e Management Costs 
(5% of A) 


TOTAL OPERATING 
EXPENSES 


TOTAL INCREASES RELATED TO OPERATING EXPENSES 


TOTAL POTENTIAL GROSS INCOME 















Cost of Year Costror 


Preceeding MINUS Previous 
March 31, 1985 Year 
e t-1 
BY sea? toed By 
ce tel 
= " Pe iv 
c tel , 
25 zi oe e 
Cost fran Expected 
April 1, 1984 to Xx Increase | 
March 31, 1985 Rates 
S 2 
By 4% By 
Be 0g Bs 
t © 
Bs OS Be 
BS Xx 3% 
so 8 
Bg x 4% | 
=f ogee 
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ADJUSTMENT OF NET INCCME 









® Total Gross Potential Income: A 


MINUS 
e Total Operating Expenses: Bt 
@ Net Incore pau te OE =| Increase 
Related to 
Adjust. of 


Net Income 







ADJUSTMENT FOR MAJOR 
IMPROVEMENTS AND REPAIRS 


e Major Improvements and 
Repairs made between 
April es 1984 and 
March 31°°, 1985 Sar ee ee = | Increase 

Related to 

Adjust. for 

Maj. Improv 

and Repairs | 











TOTAL INCREASES ALLOWED 


‘ 
o 





APPROXIMATE RATE OF INCREASE 


ll 
x 
wv 
ll 
es) 
oo 
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3.2.3 Quebec Versus Ontario: Comparing Methods 


Although our mandate does not include any reference to a compara- 
tive analysis between various rent control systems, we believe it is impor- 
tant, considering the context in which the current report takes place, to 
bring out, although superficially, the main differences - and similarities 
- between the Ontarian system and that prevailing in Quebec. We shall en- 
phasize only aspects pertaining to the determination of rent increases, and 


avoid procedural issues. 


a) Rent Regulation in Ontario: The Broad Parameters 


Rent regulation in Ontario is defined as a system of «limited 
rent increases», whereby rent rises are based on cost increases incurred by 
a landlord for his residential complex taken as a whole (cost-pass-through 
method). In that respect, it is quite similar to the system prevailing in 
Quebec, where increases in operating costs are also the major component of 
rent rises and where rent increases for individual dwellings are, by and 
large, determined by a proportional apportionment of total increases al- 
lowed for the whole building. There are, however, major differences 


between the two systems: 


i) Firstly, the Ontarian rent regulation system is a twofold system 


providing landlords with either of the following possibilities: 


The landlord may increase the rent on a particular dwelling by 
a statutory 6 percent amount - now to be lowered to 4 percent - 
without having to apply to the Residential Tenancy Commission. 
He must however send the tenant a «Notice of Rent Increase» not 
later than 90 days before the new rent becomes effective. This 
process is referred to as «Rent Control». 


If the landlord wishes to increase rent by more than 6 per- 
cent, he must then apply to the Commission for a «whole building 
review» whereby he must present evidence and make submissions to 
support a request for a total rent increase for all the units in 
the complex. In such a case, the increase pertaining to the 
whole building is apportioned equally amongst the rental units, 
unless otherwise stated by the Commission. This process is re- 
ferred to as «Rent Review». 


coke 


Thus, unlike what is found in Quebec, the Ontarian rent regula- 
tion system allows for an automatic and universal adjustment of rents which 
- in its initial design at least - explicitely internalizes inflation, be 


Le OnLy partially. 


ii) Secondly, whereas the system prevailing in Quebec considers 
mostly PAST COSTS as the basis for rent increase calculation, in 
Ontario, cost increases are ESTIMATES referring to the «Projected 
Year», that is the year following the landlord’s application to the 
Commission (Year 2) and pertaining to which rent increases are 


claimed. 


iii) Thirdly, while both systems offer either party to a claim the 
possibility to appeal before the rent control authority, only the 
Ontarian system provides for an appeal to be made before the 


Divisional Court for a question of law related to an increase in rent. 


iv) Fourthly, the two systems also differ on the exemption issue: 
whereas, in Quebec, buildings that are less than five years old do not 
fall under the jurisdiction of the Régie, in Ontario, residential com- 
plexes built after 1975 or converted to rental uses after that date, 
as well as rental units with monthly rents of 750$ or more are ex- 
empted from controls. In the latter case, the exemption rests with 
the assumption that tenants living in such premises can afford paying 
market rents and, therefore, do not need any form of protection. The 
exemption philosophies underlying each system thus diverge quite 
radically: while both aim at promoting new rental supply by relieving 
investors in new rental projects from controls, this measure, as ap- 
plied in Québec, is only temporary (5 first years). Besides, the 750$ 
exemption prevailing in Ontario is clearly demand oriented and de- 
signed so as not to subsidize unduly a very specific and reduced por- 


tion of rental demand pertaining to luxury tenancies. Le tse’worth 


-35- 


noting though that the current Ontario government has promised to re- 


move both the 750$ and the past-75 exemptions. 


v) Fifthly and finally, there are marked discrepancies between 
Ontario and Quebec rent regulation systems with respect to legal 
provisions pertaining to tenants’ protection form «excessive» rent 
rises. Indeed, whereas, in Quebec, a tenant is assumed to have 
accepted the proposed rent increase unless he notifies the landlord of 
his refusal within one month of the latter’s notice; in Ontario, the 
tenant can be paid back a rent rise illegally set up by his landlord, 
whatever the period that has elapsed since the increase came into 


effect. 
b) Rent Increases: The Variables 


Rent increases allowed under the Residential Tenancies Act are 
based, as said earlier, on cost increases. However, what the Ontario Act 
defines as costs includes elements which are termed otherwise under the 


«Régie du logement» Act and, consequently, receive a different treatment. 


i) Operating Costs include real estate taxes, insurance expenses, 
heating costs, service costs, maintenance and ongoing repairs, manage- 
ment and supervision costs (which should not represent more than 5 
percent of total revenues), as well as consultant fees in connection 
with the case presented before the Commission. Besides, they also in- 
clude uncollectable rents (bad debts) which are not taken into consi- 


deration in the Quebec system. 


ii) Capital Expenditures are treated as a debt payable over the 
estimated useful life of the asset concerned, the amortization amount 
being the annual cost of retiring the debt by blended payments of 
principal and interest. Thus, the Ontario system provides investors 
with the possibility of passing capital expenditures - such as a new 
roof - through rent increases each time, and only in as much as, they 


are repeated. Such an approach contrasts with the system prevailing 


SBhe 


in Quebec whereby major improvements and repairs are regarded as an 
investment on the same grounds as initial equity is, and are therefore 
expected to yield a fair and permanent return to landlords incurring 
them, notwithstanding the fact that improvements have a finite life. 
Although the question could be raised whether principal repayments 
should be allowed as a «cost» rather than being treated as an «asset», 


both interpretations can ultimately be justified. 


iii) Financing Costs probably represent the most delicate issue to 
deal with in the Ontario rent regulation system: since repayments of 
principal and interest on money borrowed to either purchase a building 
or refinance a loan may be passed through to tenants®, any rise in 
interest rate as well as any new transaction on a building are most 
likely to be translated into a rent increase. Clearly, the pertinence 
of including principal repayments in the cost increases to be passed 
through remains doubtful; besides, the fact that rent rises pertaining 
to increases in financing costs are determined on a case-by-case basis 
rather than on the grounds of the average increase in the cost of bor- 
rowed capital (as it is in Quebec) may eventually result in the 
proliferation of fictitious transactions, whereby building prices are 


artificially boosted. ** 


iv) Financiay “Loss (in “Year “2) resulting from other than normal 
operating circumstances may justify a rent increase sufficient to 
bring the landlord to the «break-even» point. However, if such a loss 
is due to an increase in financial costs resulting from his purchase 
of the residential complex, the portion of rent increase attributable 
Provided the loan that gave rise to such cost rises represents no more 
than 85 percent of the purchase price of a building, or 95 percent in 
the case of a certain new project, and that this loan is in the form of 


a notional mortgage with blended payments on a reasonable amortization 
period. 


84 It should be added, though, that under the current Ontarian system, rent 
increases stemming from higher financing costs are limited to 5 
percent, spread over five years. 


ore 


to the rise in financing costs shall not represent more than 5 percent 
of the previous rent. There is no equivalent provision in the rent 


regulation system prevailing in Quebec. 


v) Relief of Hardship is yet another characteristic of the Ontario 
ACG. Under this provision, the landlord may be allowed by the 
Commission to increase rents so as for gross revenue to exceed total 
costs by up to 2 percent. Although this element has no direct equiva- 
lent in Quebec, it may bear some resemblance with Net Income 
Adjustment for building value appreciation, which also raises rents in 


order to improve both return and value. 


By and large then, and despite some similarities, the two systems 
differ quite markedly on several points, namely with respect to vacancies 
and bad debts, in the way capital expenditures and financing costs are ac- 
counted for, and by the fact that in Ontario, financial losses may be off- 
set through rent increases. The case-by-case approach used in the Ontario 
system also strongly contrasts with the average-cost-increase approach used 


in Quebec. Table 6 summarizes those differences. 
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TABLE 6 


Major Differences between Ontario and Quebec Rent Regulation Svstems 


ONTARIO 
Cost-pass-through method. 


Statutory inflation-related 
6% rent increase. 


Rent review based on indi- 
vidual, estimated cost 


increases for "Projected 
Year", 


Operating costs include 
vacancies and bad debts 
incurred by the landlord. 


Capital expenditures are 
treated as a debt to be 
amortized over the useful 
life of the asset, with both 
interest and orincipal pay- 
ments being deducted as a 
Current cost and indirectly 
translated into rent in- 
crease. 


Increases in financing costs 
(principal and interest) 
incurred by the Landlord upon 
purchase or refinancing of 
the pbuilding are directly 
Oassed through to tenants. 


Financial losses may be 
translated into rent in- 
creases until break-even- 
point is reached. 


Relief-of-nardship provision 
allows for an upward adjust- 
ment of rents up to the foint 
where gross revenue exceeds 
total costs by up to 2 per- 
cent. 


System allows for an appeal 
tO be mace before the Divi- 
sional Court for a question 
of law. 


The tenant can be paid back 
an “illegal” rent rise, 
irrespective of the period of 
time that has elapsed since 
the new rent became effec- 
tive. 


Exemptions to the Act: 

- Residential buildings built 
or converted into rental 
uses after 19735; 

= Units with montnly rencs 
S750 On One. 
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QUEBEC 
Idem. 


No statutory increase. 


Rent increases mostly based 
upon past, average cost 
rises. 


No account is taken of either 
variable in the calculation 
of gross income which is thus 
indicative of potential 
rather than effective rental 
income. 


Major improvements and re- 
pairs are seen as an invest- 
ment: the landlord is rewar- 
ded by being granted a fair 
rate of return on the amount 
invested. 


Fluctuations (either positive 
Or negative) in the average 
SOStCeOcmcaApL can Over rast 
five years are used to adjust 
net income accordingiy. 


Takes no account sft financial 
losses. 


Net income is eventually 
adjusted by a non-negative, 
discretionary percentage to 
reflect the average increase 
in real estate values. 


The ultimate decision with 
respect ¢o rent increase 
determination rests with <cne 
Régie. 


The tenant must notify the 
landlord of his refusal 
within 1 month of the rent 
rise notice; otherwise, he 
is assumed t9 have acceoted. 


- New residential huildines 


less than 5 years old. 


a 
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Advantages and Weaknesses of the Current Rent Control System in Quebec 


In the current section, we shall attempt to briefly discuss the 


main advantages and weaknesses of the rent control system prevailing in 


Quebec, on the grounds of our previous analysis. 


3.3.1 Main Advantages 


a) A first advantage of the rent control system prevailing in Quebec lies 


b) 


with the fact it adopts a discretionary approach whereby the negocia- 
tion between landlords and tenants is emphasized. Rent increases are 
thus left to the landlord's initiative, with whom rests the responsi- 
bility of deciding whether a rent rise is needed considering the cost 


increases he must face. 


Besides, as a corollary of the former point, the absence of any 
official statutory rent increase rate prevents rent rises from being 
universally applied to every dwelling and from directly internalizing 
inflationary trends, in as much as such a statutory increase is related 
to inflation. Having said that, the «average» rent increase announced 
annually by the Régie may be viewed as an unofficial landmark for 
landlords, thereby serving a role very similar to the statutory 
increase existing under the Ontarian system. However, the fact remains 
that any rise even if lower than the «prescribed» level, can be 
rejected by a tenant and eventually lead to a claim before the Régie. 
Whether such a feature is truly an advantage of the system depends upon 


which point of view one adopts. 


c) Another advantage of this system is that it is «market-sensitive» in 


that it takes into account most costs as well as macro-economic va- 
riables - such as the marginal cost of capital and the opportunity cost 
of capital - which regulate a market economy and form the very basis 


upon which return requirements are determined. 


d) At the same time, the fact that it resorts to average cost increases 


rather than “to individual situations! ’-Sag in the caseworetne Ontaric 


ee 


system - greatly reduces the risk of encouraging sub-optimal uses of 
funds and highly speculative real estate activities, as well as bad 


management. 


e), Similarly, the. spread, ;over time ‘of fluctuations: in’ the “costi of 
financing via the recourse to a weighted moving average technique tends 
to avoid abrupt rent increases that could be detrimental to tenants, 
while allowing nevertheless for the most recent changes in interest 
rates to be given more importance. Moreover, the possibility of 
integrating negative fluctuations into the calculation of the net 
income adjustment factor implies that rent increases pertaining to the 
rise in financing costs are not frozen forever into the new rent. It 
is true, however, that small landlords might be the first to suffer 
from the moving average method in that they are more exposed than large 
investors to cash-flow problems when refinancing takes place at a 
higher interest rate. A possible way of dealing with that issue may be 
to change the weighting factors so as to increase the relative 


importance of the last year’. 


£) Another interesting aspect of the Quebec legislation on rent control is 
that it induces lanlords to maintain and improve the quality of the 
existing rental stock by granting them with a reward on the funds they 
invest in their buildings for major repairs and improvements, and which 
is intended to match the average opportunity cost of capital available 
to investors. We believe such an approach to be an efficient means for 
diverting funds from other sectors into residential tenancies, in as 
much as the market allows for such investments tc be translated into 
higher rents and higher real estate values, and as long as the reward 
granted proves sufficient to compensate lanlords for the actual cost of 


borrowing money. This might not always be the case, since funds lent 


Pow inetance s+ insteade ot having jo53 ,cheel py -20gh vias: -0O% as- weighting 
factors, these could be set as follows: ROO se CO) eae er LU, la OF 
OVEN IU 50 G4 LO. fee 


Pat. 


for majors repairs and inprovements will often command interest rates 


that reflect second, or even third, mortgages. 


We deliberately omit to mention as an advantage of the system the 
exemption for newly built units: although it might be considered as an in- 
centive for the renewal of rental housing stock, its temporary character as 
well as the overriding prominence of existing rental units over new ones 
seriously waters down its intended purpose. In that respect, the system 
prevailing in Ontario appears more efficient, although the marginal in- 
fluence of newly built units in the overall determination of market rent 
levels remains problematic, at least in the short-term. More will be said 


on thatedsstve: laterson: 
3.3.2 Main Weaknesses 


a) As we have seen earlier, the rent regulation operating in Quebec 
assumes the rent base from which increases are determined is already a 
fair market rent, and that rent rises will only help maintaining the 
competitive character of the investment. When, for any reason, this is 
mot so, the system will tend to perpetuate the discrepancy between 
market rent and the effective rent charged to the tenant: indeed, in 
theory at least, a new tenant entering the premises will have his rent 
determined on the basis of the previous one, which must be written down 
on the lease*®, We believe a relatively simple way to deal with that 
issue would be to allow the below-market rent to be adjusted to market 
levels upon a change in the occupant of the dwelling; without being in 
anyway detrimental to the current tenant, such a device would let the 
market play its role and eventually lead to a full, although 


progressive, adjustment of rent levels to market standards. 


b) The absence of any explicit statutory rent increase rate has been 


described as a positive feature of the Quebec system in that it pre- 
10 In practice, however, the landlord may circumvert this rule by keeping 
dwelling unoccupied for one or two months, so as to avoid any contact 
between the previous tenant and the new one. 
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vents rent rises form being universally applied to all units of the 
residential rental market. However, the fact that any increase in rent 
may be opposed by tenants leads to unduly overcharging the Régie with 
claims and may involve heavy costs to small landlords for whom real es- 
tate investment is but a complement to their main occupation and the 
preparation of a claim before the Régie, a relatively heavy burden. 
Since the goal of rent control is to prevent «excessive» rent in- 
creases, we believe it would be wise for the Régie to adopt some sort 
of informal and unofficial landmark - say, an average rent increase 
rate as the one calculated every year by the Régie - that could be used 
asua Criterion, tor, filtering. .claims. Such an operation could take 
place at STEP 3 (Table 1), that is upon submission by the landlord of 


an application before the Régie. 


c) A third element we believe to be problematic concerns the use of poten- 
tial, rather than effective, gross income as the basis for calculating 
rent increases. This raises the question whether vacancies and bad 
debts should be taken into account. When it was initially decided not 
to do so, the reason was that landlords were assumed to have considered 
these two items as part of their normal business risk and established 
basic rents accordingly, the underlying assumption being that vacancy 
rates were stable over time. Such an assumption, though, denies re- 
gional differences which may arise from different market situations and 
that may lead to severe cash-flow problems without landlords being in 
any way responsible for these problems. A recent example may be 
brought forward which illustrates that the government, through some of 
its policies, may itself have caused vacancy rates to surge to record 
levels in specific segments of the Quebec Metropolitan residential 


rental market??. 


11 Indeed, by encouraging new house construction and home ownership, the 


«Corvée Habitation» program induced would-be home owners to hasten 
their decision to purchase a house, thereby depriving the local rental 
market from a significant share of its traditional clientele. 


hy? = 


On the other hand, if losses due to vacancies and uncollectable 
rents were fully passed through to tenants, this would be an open encou- 
ragement to mismanagement by investors and should therefore be avoided. We 
think that, while bad debts should not be deducted from gross potential in- 
come, there would be place for at least part of losses from vacancies to be 
accounted for in the calculation of rent increases. For instance, the 
Régie could consider as deductible costs all vacancies over and above a 
predetermined vacancy rate considered as «reasonable», that is, indicative 
of a relative equilibrium between supply and demand, up to a certain cei- 
ling which may be defined as the mean vacancy rate pertaining to a given 
year and a particular metropolitan region, plus one standard deviation; 
unit type may eventually be integrated in the calculation as Webl*: 
Besides, rent increases pertaining to vacancies could be prevented from 
being permanently built into the rent base by resorting to a device similar 
to that used in the calculation of the net income adjustment factor and 
whereby any negative difference between the allowed ceiling and the 
«normal» vacancy rate would be stored in a reserve and used to reduce the 
vacancy allowance of the following years. CMHC statistics on vacant rental 
units, produced twice a year - in April and October - and on a regional ba- 
sis, could be used for that purpose, although a special treatment would be 
made necessary to account for the relative weight of each unit type in the 


overall rate. 


4 For, instance, if 2/5 percent is adopted as the «reasonable» vacancy 
rate, and considering the 1984 mean vacancy in the Quebec Metropolitan 
Region for two bedrooms units stood at 3.2 percent (unweighted) with a 
standard deviation of 1.8 percent, then the maximum amount deductible 
as «vacancy costs» from the 1985 gross potential income (provided all 
units in the building are two bedrooms units) would be measured as fol- 
lows: GROSS POTENTIAL INCOME X (3.290: 18%) on 12, Steet CPT fea © 
Integrating the «reserve» concept into the calculation would lead to 
the following equation: SR aS Ie (ute) +4 pec tNteeles ores 


where: 
Ve = vacancy allowance at time «t», with Ve Os 
ee = reserve at time «t», with c 0; 

(uto) 4 = allowed ceiling at time «t»; 
n = «normal» vacancy rate; 


Cee = (negative) reserve at time «t-l». 


“Gir: 


d) The «less-than-five-years-old» exemption for residential rental buil- 
dings may be seriously questionned as to its actual efficiency in pro- 
moting new construction, and for two reasons. Firstly, its duration is 
relatively short-lived and does not guarantee the landlord/investor 
that his financial situation in five years from now will allow for a 
reasonable return to be earned on its initial investment. in Sthat 
sense, the Ontarian exemption whereby buildings built after 1975 are 
free of any rent control is certainly a better encouragement to rental 


stock renewal. 


But the main argument for criticizing the exemption prevailing in 
Quebec remains that even though new buildings can have their rents esta- 
blished at market levels, most of the rental market depends upon existing 
dwellings subject to regulation, whose weight is overriding and which ulti- 
mately set the pace of both rent levels and, indirectly, rent increases new 


buildings’ landlords may realistically ask for. 


The problem raised here is a fundamental one and refers to the 
ability of the current system to allow for stock renewal. More precisely, 
it can be argued that even though the average level of rents prevailing on 
the market can provide owners of existing rental buildings with competitive 
returns, this might not be the case with new buildings whose construction 
costs can be expected to drive economic rents above what the market can 
bear from equivalent units. Suche 4. Si tuacion will occurmpeven, Jin the 
absence of any rent control regulations, for instance whenever rental sup- 
ply far exceeds demand; however, rent control will tend to enhance the 
problem, and possibly make it chronic. Indeed, whereas, in an uncontrolled 
market, new construction will automatically resume as over-supply turns 
Into; a situation of relative scarcity and rents, risemunmtin@-1e becomes pro 
fitable to build new units, this equilibrium mechanism may be prevented 
from operating, or at least, greatly delayed, under rent control. As em- 
phasized earlier on, the Quebec system is meant at controlling excessive 
rent rises only, not the overall level of rents. However, all existing 


units are potentially affected by the controls, with the resulting politi- 
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cal risk impacting more heavily upon the financially more fragile new sup- 
ply segment of the residential rental market - except, maybe, for the lu- 


xury unit sub-market which remains relatively safe. 


Finally, it should be stressed that the current issue is directly 
related to the «rent basis» problem that the prevalent legislation regards 
as an exogenous variable lying outside its direct control. In that respect, 
the system operating in Ontario seems more appropriate in that buildings 
built after 1975 will eventually form a sufficient portion of the overall 
rental market to impact upon rent levels, thereby countering the negative 
incentive our second argument suggests. To illustrate our point, let us 
recall that privately initiated rental apartment completions for all 
Canadian metropolitan areas in 1984 accounted for a mere 1.5 percent of the 


overall private rental apartment market (as of March 31 1984)”. 


As for the question whether other exemptions should be added to 
the Quebec rent control system, we believe something similar to the 750$ 
exemption prevailing in Ontario could eventually be applied, although with 
a mechanism allowing for a progressive decontrol to be made within some 
sort of «decontrol corridor» defined at one end by a lower monthly rent 
limit (say, 500$) below which rent control would be fully applied and, at 
the other end, by an upper limit (say, 750$) above which rents would be to- 
tally uncontrolled. Such limits could be periodically revised so as to ac- 
count for inflation or some other price index. From our point-of-view, 
this type of exemption is perfectly justified since it applies to a rela- 
tively limited category of tenants who do not need any form of state back- 
ing, considering their general ability to pay the economic rent of their 
dwelling or to move into less expensive premises whenever this is not the 
case. We do admit, though, that while the above suggestion may prove 


3 According to CMHC’s Canadian housing, Statistics, "[9s4, 1977 privately 


initiated rental units were brought onto the market of major Canadian 
Metropolitan areas, while the corresponding stock stood at 1,295,413 
units by March 31, 1984. If all rental units. are ineluded in the cal- 
culation, the percentage drops to less than 1.0 percent. 
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operational, its integration to the Quebec rent control system would make 


the latter more cumbersome as well as more costly. 


e) Finally, we shall include in our discussion, be it superficially, con- 
siderations which, although relating to other than rent control issues, 
are nonetheless important in the overall assessment of the system. In 
particular, the process whereby unpaid rents may be recovered by land- 
lords as well as the tenant eviction process - in case of accelerated 
deterioration of the premises or nuisance to other tenants - should be 
carefully looked upon in light of the need for a better balance between 
the rights of tenants and those of landlords. It is worth noting that 
some of these issues have recently been reconsidered by the Régie and 
administrative measures adopted so as to speed up the recapture of un- 
paid rents, thereby reducing the landlord’s burden in the claim setting 


procedure. 


To conclude, the rent regulation system prevailing in Quebec, 
apart from a few weaknesses which, for most of them, may be quite simply 
corrected, emerges as a relatively intelligent system and worthy of being 
maintained in a slightly modified form, in as much as a rent control system 
is needed. We shall come back on this last point in our general conclu- 


sion. 
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4. RENT CONTROL IN QUEBEC: 
FREQUENCY, DISTRIBUTION AND INCIDENCE 


In the current chapter, we shall look at the actual use of the 
rent control system in Quebec as well as at the distribution of rent in- 
creases in recent years amongst regions and according to buildings’ charac- 
teristics. Finally, we shall analyse the incidence of rent control on the 


basis of a recent survey by the Régie du logement. 


4.1 Actual Frequency of Rent Control Claims 


Tables 7 and 8 provide us with a comprehensive picture of the 
growth and regional distribution of claims forwarded to the Régie from 1981 
to 1984. The «claims received» give a good indication of the demand for 
the services of the Régie while «claims processed» display to what extent 


the government body was able to supply such services. 


Besides, the breakdown of «claims processed» shows the relative 
importance over time of cases which are settledj through a formal decision 
by the Régie (settlements) as opposed to those which give rise to a nego- 
ciation between the landlord and his tenant, either privately or though 
conciliation before the Régie (withdrawals). The main findings from these 


two tables may be expressed as follows: 
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TABLE 7 


Claim Management by the Régie du Logement - Global Picture - 





| | 
| 1981 1982 1983 1984 
3 ®B1-82 % 482-83 3483-84 
TOTAL CLAIMS 


- CLAIMS RECEIVED 91339 20) : 87 347 : 10 543. _=19.2 
(100.0) (100.0) (100.0) 
- CLAIMS PROCESSED 99 433 : 94 177 . 80 840 -14.2 


(100.0) (100.0) (100.0) 


RENT DETERMINATION 

CLAIMS 

- CLAIMS RECEIVED 
( of total) 

- CLAIMS PROCESSED 
(3 of total) 


FIST fe ese 
(30.6) 
26 006 «=-37.6 
(3272) 





OTHER CLAIMS 


- CLAIMS RECEIVED 60 [Zee ozrscls anl4. lapiroas 3o3 6.2L | 4819667G7TSi 
(% of total) (69.8) (5578) (63.6) (69.4) 

~ CLAIMS RECEIVED 47. 788504,03, 823 33.6 | 52 474 -17.8 | 54 834 4.5 
(3 of total) he) (64. 2) 055.7} (67.8) 


Source: Régie du logement. 
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TABLE & 


Claim Management by the Régie du Logement - Regional Breakdown - 





[Elecaon ae igceccinror eh Mes RR maa 
i 
Sede + hes a dil 
ALL REGIONS 
- CLAIMS RECEIVED 87 396 87 347 -19.2 
(100.0) (100.0) 
— CLAIMS PROCESSED || 61 927 94 177 -14.2 
(100.0) (100.0) 
© Withdrawals 22 781 22 591 -1.0 
(% of total) (36.8) (24.0) 
@ Delistings 4 912 4 553 15.2 
(3 of total) (7.9) (4.8) 
e Settlenents 34 234 67 033 ~20.6 
(% of total) (55.3) (Fi ED) 
MONTREAL REGION 
- CLAIMS RECEIVED 53 823 | 61 244 13.8 | 60 143 -1.8 | 46 271 -23.1 
(SroEstotaL) (61.6) (65.2) (68.9) (65.6) 
— CLAIMS PROCESSED | 36 911 |61 394 66.3 | 66 043 7.6 | 54 754 -17.1 
($ of total) | (59.6) | (61.7) (70.1) (67.7) 
9 Withdrawals | 12 451 |16 295 BOVO LA h7 7 P1366 aS Se 3.4 
( of total) (20,1) (16.4) (15.1) (19.0) 
® Delistings 3 466 5 232 51.0 3098 -40.8 3 811 23.0 
(% of total) (5.6) (5.3) (3.3) C257) 
9 Settlements 20 994 | 39 237 86.9 | 48 768 24.3 | 35 573 -27.1 
(% of total) (39.5) (51.8) 4. 





OTHER REGICNS 


























—- CLAIMS RECEIVED 24-272 -10.8 
(% of total) (34.4) 

- CLAIMS PROCESSED 26 086 faa 
(3 of total) (3253) 

@ Withdrawals 6 995 -16.9 
(2Jof total) (8.7) 

® Delistings 1 434 -1.4 
($ of total) (1.8) 

e Settlements Ly 657 -3.3 
(% Of total) (21.8) 






Source: 


Régie du logement. 
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a) Total claims received by the Régie rose by 7.5 percent between 1981 and 
1982, as they reached a peak of nearly 94 000, but dropped thereafter 
to just over 70 000 in 1984. Claims related to the determination of 
rent increases are responsible for this pattern: the latter rose by 57 
percent between 1981 and 1982, as they accounted for 44 percent of all 
claims. Since then however, they have experienced a steady decline, 
with the number of claims pertaining to rent increases falling to about 
21 500 by 1984, that is nearly half their 1982 level. As we shall see, 
1982 was characterized by numerous requests for significant rent rises 
from landlords, following strong increases in energy costs as well as 


in interest rates. 


b) As for claims actually processed by the Régie, their high growth in 
1982 is out of proportion with the rise in claims received, thereby 
indicating a major improvement in the Régie’s efficiency with regard to 


claim management. 


c) The Montreal region alone accounts for between 60 percent and 70 


percent of all claims (either received or processed). 


d) Claim withdrawals following a private agreement between parties or con- 
ciliation before the Régie represent between 27 percent and 37 percent 
of ali claims processed every year by the Régie. Their relative impor- 
tance, though, seems greater in the rest of the Province where they 
reached 32.7 percent of all claims processed over the 1981-84 period, 


as opposed to 26.6 percent in the Montreal region. 


e) By and large then, most claims are still settled via a decision by the 
Régie; indeed, 64.4 percent of all claims processed in Quebec during 


that same period ended up that way. 


In order to provide for a global assessment of the likely impact 
of rent control on the rental market in Quebec, Table 9 has been set up 


which displays the relative importance of claims forwarded to the Régie as 
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compared to total housing and rental stocks in the Montreal and Quebec re- 


gions, as of 1981.”". 


As can be seen from the 1981 situation, only a relatively small 
fraction of total housing stock and of total rental stock as well is af- 
fected by rent control provisions, despite strong yearly fluctuations. 
Thus, while 9 percent of all rental units in the Montreal region gave rise 
to a claim of some sort in 1981, only 2.9 percent of the rental market was 
actually subject to rent control as such (rent-related claims); in the 
Quebec Metropolitan Area, the proportion of rental units affected by regu- 
lations was somewhat higher, with figures reaching respectively 12.4 per- 


cent and 4.6 percent of the market. 


** 1981 is the most recent year for which reliable information on tenure is 


available. 
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TABLE 9 


Rent Control and the Residential Market 


- the Montreal and Quebec Regions, 1981 - 





(1) TOTAL HOUSING STOCK 0262925 195 470 
(Nb. of dwellings) : 


(2) TOTAL RENTAL STOCK 


(Nd. of units) Se oS wT 96 758 

-As a % of (1) 58.3 49.5 
(3) TOTAL CLAIMS RECEIVED 

BY THE REGIE Do O29 12 000 

- Asa %of (1) Bee 6.1 

- As a % of (2) 9.0 12.4 


(4) TOTAL RENT RELATED 





Sources: Régie du Logement 
CMHC, Canadian Housing Statistics, 1984, table 106. 
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Therefore, rent control provisions can be said to affect ulti- 
mately a quite limited portion of the rental market. It is precisely this 
very argument which is often brought about by promoters of the Quebec sys- 
tem as the best proof that the latter in no way disturbes market mecha- 
nisms. We believe however such a statement tends to oversimplify the de- 
bate in that it denies the roles of expectations as a prominent element of 
market behaviour. Indeed, while relatively few rental units will have 
their rent increases determined by the Régie each year, rent control never- 
theless potentially applies to the whole rental market (or to over 95 per- 
cent of it), thereby enhancing political risk to investors; and there is a 
little doubt that the negative incentive it represents for the latter did 
play some role in the progressive disengagement of large Canadian develo- 
pers and financial institutions from residential rental investment activi- 


ties in recent years?>, 


4.2 Distributional Characteristics of Rent Increases: 1979-1984 


The current section investigates the distribution of rent in- 
creases according to selected variables, namely location (i.e. the region), 
building size, rent level, construction year of building and heating fea- 
tures. Both «required» and «allowed» rises are analyzed, and the ratio 
between the two calculated so as to provide an indication of the Régie’s 
laxism in granting rent increases. Besides, the availability of data 
over a five-year period (1979-83) - or a six-year period in the case of re- 


gional breakdown - allows for a comparison of such ratios over time. 


Information pertaining to distributional characteristics of rent 
increases are displayed in Tables 11-A to 11-E, each table referring to a 
specific variable. Before analyzing that information though, let us have a 
look at Table 10 which provides a comprehensive picture of the main fea- 
tures characterizing rent-related claims. 


i Sea. Deg ROSIERS, Francois, Financial Institutions and Property Invest- 
ment: The Canadian Case. Unpublished Ph.D. thesis, London School of 


Economics, London, U.K., 1984. 
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4.2.1 Distributional Characteristics of Rent-Related Claims 


The main features emerging from Table 10 may be summarized as 
follows: 


a) The vast majority (well over 80 percent) of rent-related claims for- 
warded to the Régie comes from either the Montreal or the Quebec re- 


gion, with the former having gained in relative weight over the years. 


b) Larger buildings (21 units and over) account for a growing proportion 


of claims, at the expense of small buildings (3 units or less). 


c) Low-rent dwellings experienced a drastic reduction in their relative 
importance as a claim source while middle-priced and upper-rent 
dwellings increased theirs substantially; this phenomenon merely 


reflects the overall upward trend in costs, prices and rents. 


eh 


















TABLE 10 
Distribution of Rent Increase Claims for Selected Characteristics 
1979-1983 
YEAR 1979 1980 198] 1982 1983 
CHARACTERISTIC . % a % 7 
R MONTREAL 65.1 65.2 69.8 70.3 69.9 
E 
G QUEBEC 16.4 18.2 14.9 14.9 (43 
I 
0 
N 
B 3 UNITS OR 21.5 20.6 17.8 ssl 15.7 
U LESS 
Tes 
feel led ey 2OSUNETS 39.6 41.5 2800) Ifmwbs 6 38.3 
Dez 
I E | 21 UNITS AND 38.9 37.9 44.2 | 50.3 46.0 
N OVER 
G | 
$200 OR LESS 68.9 60.1 | 39.7 | 28.2 20.0 
| 
$2010 306 25.6 sie? 43.6 | 47.0 42.8 
$301 = 406 | 3.9 5.9 10.6 16.5 oe as 
$401 AND OVER 1.6 23 6.1] 8.3 027 
C T | BEFORE 1954 41.6 40.7 aa) opel Abeioon 3 27.5 
Oxi 
NO | 1955-1969 39.9 40.8 45.1 45.2 46.0 
SN 
af AFTER 1969 18.5 19.1 21.0 25.5 26.5 
RY 
UE 
CA 
R 


NON-HEATED 


HEATED 





TOTAL 100.0 | 100.0 | 100.0 | 100.0 100.0 


Source: Régie du logement. "Statistics on Rent Increases: 1979-1983", 
Aoril 1984 
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d) A rising proportion of claimants are landlords of buildings built after 
1954 and, in particular, of buildings built after 1969. Although this 
trend partly stems from stock renewal, the shift in the distribution of 
claims by year of construction quite obviously occurs at a faster rate 
than the shift in the distribution of the stock itself, which suggests 


that the profile of the tenant population involved is also changing. 


e) Finally, rising energy costs drove owners of rental units for which 
heating is included in the rent to become a prominent claim source and 
to raise their «claim share» over the years in accordance with in- 


creases in oil, gas and electricity prices. 
4.2.2 Distribution of Rent Increases 


Turning to Tables 11.A to 11.E, several points are worth empha- 


sizing: 


a) Firstly, at the overall level, rent increases requested by landlords 
fluctuated between 15 percent (1984) and 26 percent (1982) over the pe- 
riod under investigation, whereas increases allowed by the Régie varied 
from 6 percent (1984) to 15 percent (1982). Thus, the ratio of allowed 
to requested rises stood somewhere between 0.4 (1979 and 1984) and 0.7 
(1981), thereby indicating the Régie’s attitude towards rent increases 
is not a static one, but may be modified in accordance to the economic 
context prevailing at the time of the claim. irr eon vac, oe LOL 
instance - that is, in the deepest of the recent recession - 70 percent 


and 60 percent respectively of rises demanded were actually granted. 


b) The distribution of rent increases by region shows a relative stability 
of allowed requested ratios over space for a given year, the 
differential between regions hardly exceeding 10 percent or 0.1. As 
for rent increases demanded by landlords, discrepancies over space tend 
to remain relatively modest: indeed, variations around overall mean 
are generally confined within the 12 to 14 percent range, despite a 
minimum of 8 percent (or so) in 1983 and a maximum of 16 percent (or 


So) inv19s4. 
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TABLE 11-A 


verage Rent Increase (%) bv Region: 1979-1984 









19 
eee 
7) 
uu. 
os 
foe 
= wo 


HULL lsh slash ly lon TT ee eerie. 
JONQUIERE 19.7 |7.6|0.4|17.4]9.1 |o.5|20.7 14.2 '0.7130.4115.5 10.5 17.49. 


LONGUEUIL |18.8 7.5|0.417.4|9.0 |o.5|17.4|12.9 10.7 26.8/14.6 0.5 |15.2/8. 


QUEBEC PRAT eirayorinsriis 7 pos NRA YON 











| RIMOUSKI |14. esos 6lo. 0.5 | 13.9] 016.810.5116.7110.3' 0. 6|24.6)14.9 j0.6116.2/8. 


TROIS | | 
Pu 18.618.210.4 118.9 0.5/23.3115.4:0.7 31.5117.2)0.5 18.2| ; 





ENERAL 
hore: 16.97.21 064 |16.0)/8. 1 Lo. | Ws Z| TasenU. 1) 





| 


Source: Régie du logement, "Statistics on Rent Increases: 1979-1983", 


ALLOWED 


! | 
Pea eee 


(oe) 
Ww 


= 
REQU EST- 
ED 





on 
510.5,14. 


April 1984. 


-58- 


TABLE 11-8 
Average Rent Increase (%) by Building Size: 1979-1983 
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c) Rent increases by building size display a less regular pattern, with 
the level of percentage rises requested by landlords being seemingly 
inversely related to the size of buildings (except for 1983 when rises 
demanded were quite similar). Thus rent increases requested for 
smaller buildings (1 to 3 units) fluctuated between 18 and 30 percent a 
year - with rises above 25 percent being common for 1 unit buildings - 
as opposed to variations within the 13 to 25 percent range in the case 
of larger complexes (21 units and over). Although the reason for such 
a difference is not clear, we may assume that small buildings’ tenants 
- who have often been occupying the premises for quite a longt time, 
currently benefit from a preferential, lower-than-market rent, thereby 
inducing their landlord to use yearly rent rises as a means of cat- 


ching up with the market. 


d) The above interpretation is being reinforced by the information dis- 
played in Table 11-C, which brings out an unambiguous inverse relation- 
ship between the level of rent increases requested and the absolute 
level of rent charged to tenants. Noteworthy is the fact that, 
throughout the period considered, rises demanded for dwellings with a 
base rent of 100$ or less are grossly twice as important (in percentage 
terms) as the overall average, this ratio being even far exceeded in 
1983 as increases requested for such units reached an average of 48 
percent. This situation most probably has to do with the fact that low 
rent units are also part of the oldest segment of the rental stock in 
which major renovation works are most common; thus, high demands by 
landlords could merely reflect higher quality standards. Besides, it 
should be kept in mind that the percentage calculation method itself is 
biased in that the lower the rent base, the stronger the percentage 


rise resulting from a given nominal increase. 


Having said that, the fact remains that the tenants occupying 
those low-rent dwellings are also the ones who most benefit from rent con- 
trol, from the strict point-of-view of their ability to pay: indeed, the 
ratio of allowed to requested rises remained for most of the period well 


below the 0.5. mark. Since they are most probably society's poorest ele- 
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ments as well, rent control may thus be viewed as operating an income 


transfer from wealthier citizens (landlords being regarded as part of that 


wide-embracing category) to more deprived ones. 


16 


e) The analysis of Table 11-D reveals that the older the building, the 


£) 


16 


highest the rent increase requested by the landlord. Although part of 
that feature may find its explanation in that a large proportion of 
low-rent units are located in older buildings, another reason rests 
with the fact that the need for major repairs and improvements - which 
account for a significant share of the average rent increase - grows 


with building age. 


Finally, Table 11-E leads to the conclusion that rent rises requested 
by landlords are higher when they apply to non-heated dwellings, which 


may seem paradoxical in the light of the growth in energy costs that 


The redistributive impact of rent control may vary depending on whether 


it is expressed in percentage or nominal terms. Referring to the year 
1982, for instance, where requested rises reached record levels, it can 
be shown that, whereas the ratio of allowed to requested rises was the 
lowest for low-rent units (less than $100), the nominal amount by which 
rents were held down is actually higher for higher-rent units. Thus, 
applying the upper limit for each rent category and multiplying that 
figure; by the percentage differential between requested and allowed 
rises yelds the following results (1982): 










unit 101-200 201-300 301-400 401-500 





$100 and 
below 





subsidy 
granted 
to 
tenants 
in 

dollars | 

Thus, it would seem that, in 1982, tenants occupying higher-rent units 
and assumed to be upper or upper-middle, income households actually 
drew greater benefits from rent control than low-rent unit tenants. But 
again, it could be argued that such a conclusion may not hold anymore if 
such subsidies are measured on a "per household income dollar" basis. 
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has occured over the last ten years. The reason is that, while energy 
costs are actually a major component of rent increases for heated 
units, that component, although insignificant in the case of non-heated 
dwellings, is nevertheless more than compensated for by both major re- 
pairs and net income adjustment; besides, the base rent being lower in 


non-heated dwelling, the percent rise requested is consequently higher. 
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TABLE 11-C 
Average Rent Increase (%) by Rent Level 
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Source: Régie du Logement, "Statistics on Rent Increases: 1979-1983", April, 1984. 
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TABLE 11-D 


Average Rent Increase (%) by Building Age 
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TABLE 11-E 
Average Rent Increases (%) by Heating Features 
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To conclude on the current issue, we could say that, although 
rent increases allowed by the Régie tend, by and large, to follow rises re- 
quested by landlords - in that higher demands will result in higher al- 
lowances - the rent control system is designed so as to reduce discrepan- 
cies between rent increases pertaining to various regions, and building 
characteristics, thereby maintaining to some extent the present rent base 


structure. 
4.2.3 Components of Rent Increases 


Let us now turn to the analysis of rent increase components. 
Table 12 diplays the break down of rent rises into their constituent ele- 
ments; the table is divided in two, the first portion showing the relative 
importance of each item for dwellings where the item concerned is part of 
the rent increase calculation, whereas the second portion refers to all 
rental units pertaining to which a decision on rent was rendered by the 


Régie. The main findings from Table 12 may be summarized as follows: 


a) If we look at the first item, TAXES, it can be seen that its relative 
importance highly fluctuates from one year to another. A break down by 
building size would show that taxes usually result in a rent increase 
far greater for dwellings located in small buildings than for those 
situated in medium or large structures. A similar comment applies to 
INSURANCE costs. 


ap 


TABLE 12 


Components of Rent Increases 
1979-1984 








PERCENTAGE OF RENT INCREASE DUE TO COMPONENT 
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(1) The table has been updated with 1984 figures. 
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b) ENERGY expenses form a major component of average rent increases, va- 
rying between 10 percent (1984) and 26 percent (1982) of the latter; 
these percentages rise to between 21 percent and 33 percent if only 
dwellings where that item is present are considered. Besides, energy 
costs are significantly more important for heated units and for 
dwellings located in old buildings, due to inadequate thermal isola- 


ti Oni, 


c) CURRENT EXPENSES account, by and large, for 10 percent to 15 percent of 
rent increases, although their relative weight is all the more impor- 
tant as the building grows in size. As for MANAGEMENT costs, they re- 
present a steady proportion of rent rises, somewhere around 5 percent 


of these. 


d) NET INCOME ADJUSTMENT is systematically the major component of rent in- 
creases: thus, except for 1979 when its relative weight was compara- 
tively low, it accounted for between 35 percent and 54 percent of 
rises. Its absolute importance reached a peak in 1982, as increases in 
interest rates resulted in net income adjustment alone raising rents by 


5.8 percent. 


e) Finally, MAJOR REPAIRS are also a prominent element in the 
determination of rent rises, at least in the case of dwellings for 
which that component is present. Besides, the rent of units located in 
smaller as well as older buildings are particularly sensitive to that 
variable: for instance, in 1982, major repairs were responsible for an 
increase of 15.1 percent in the rent of single-unit buildings that were 
directly concerned by such investments, whereas the overall average 


rise due to major repairs amounted to a mere 1.3 percent. 


To summarize, it appears that, on average, net income adjustment, 
energy costs and major repairs form the main determinants of rent in- 
creases, representing altogether between 70 percent and 94 percent of over- 


all rises allowed over the 1979-84 period. 
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4.3. Incidence of Rent Control in Quebec 


We shall, in the current section, investigate the incidence of 
rent control in Quebec, using for that purpose a telephone survey sponsored 
by the Régie du logement and performed on a sample of the population of 
both landlords and tenants who were involved in a claim before the Régie in 
1982. We shall essentially confine ourself to individuals involved in a 
rent-related claim, since this is the issue at stake here. The main 
information selected from the survey and providing a portrait of the socio- 
demographic and socio-economic profile of both landlords and tenants ap- 


pears in Table 13, which leads to the following findings: 


Socio-Demographic and Socio-Economic Profile of 





Landlords and Tenants Involved in a Rent-Related Claim, 1982 





































VARIABLE LANDLORDS 


(n = 180) 
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SEX 
- male 
- female 





AGE 
- 18-24 
- 25-34 
- 35-44 
- 45-54 
- 55-64 
65 + 


AVERAGE 









CIVIL 
STATUS 


- married 80 
- unmarried 9 
- widowed, 4) 
divorced, 
separated 






EDUCATION 
- 7 yrs or 
less 

- 8-l2yrs 
- ]3-15yrs 
- 16 yrs + 


AVERAGE 


CURRENT 

OCCUPATION 

- worker 83 
- unemployed = 
- house . 9 
keeper 

- student = 
- retired 8 
- soc. = 
welfare 


TENANTS 
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47 
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TABLE 13 





VARIABLE 





TYPE OF 
OCCUPATION 

- professional 

- large business 
manager 

- technician 

- small business 
manager 

- office worker 
- specialized 
worker 

- unspecjalized 
worker 

- agricultural 
worker 


HOUSEHOLD SIZE 
- |] person 

- 2-3 persons 
- 4-5 persons 
- 6 or more 


AVERAGE 


GROSS FAMILY 
INCOME $ 

- Below 5000 
- 5000-9999 

- 10000-19999 
- 20000-29999 
- 30000-39999 
- 40000-49999 
- 50000 and 
over 
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AVERAGE 


LANDLORDS 
= 180) 
% 


TENANTS 
(n=377) 
% 





(n=238) 





Source: Réaie du Logement, July 1983 
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The vast majority of landlords are men, while the tenants population is 


almost evenly split between males and females. 


While over 80 percent of landlords are between 35 and 64 years old, 
nearly half of the tenant population is either in the 25-34 category 
(19%) or over 64 years of age (28%). This merely confirms that young 
households and elderly people form a significant portion of the rental 


clientele. 


While the landlord population is composed of married people in a 
proportion of 80 percent, more than half of tenants (53%) are either 


unmarried or widowed, separated or divorced. 


As for educational characteristics, more than half of the landlord 
population has a school attendance exceeding twelve years, as opposed 


to only 39 percent for tenants. 


Whereas the vast majority of landlords are employed on either a full- 
time or a part-time basis, nearly one tenant out of four is retired; 
besides, 10 percent of tenants are either unemployed, live on social 


welfare or belong to the student population. 


As professionals form a significant share of both landlord and tenant 
populations, the former is characterized by a high proportion (41 per- 
cent) of business owners and managers, whereas office workers account 


for 40 percent of the latter. 


With an average of 3.29 persons per household, landlords’ households 
are significantly larger than tenants’, the latter being composed in a 


proportion of 39 percent of single individuals. 


Finally, the average gross family income of landlords, which stood at 
E5e 0005 singel 9S2, ani siktwicekeas highsasdathat sof etenantsye(23.9:0005), 
besides, nearly one fourth of the landlord population earns 50 000$ a 
year or above. However, that income discrepancy is somewhat reduced if 


it is measured on a per capita basis. Indeed, considering that the 


=F 


average household size stands at 3.29 persons for landlords as opposed 
to 2.13 persons in the case of tenants, the per capita income reaches 
$13700 for the former against $10800 for the latter, which leaves 


landlords with an advantage of 27 percent over tenants. 


Thus, assuming rent control actually exerts a downward pressure 
on rent levels relative to what would prevail under an unfettered market, 
the Régie’s survey tends to corroborate our earlier statement about rent 
control operating, by and large, an income transfer from wealthier indivi- 
duals to less economically favoured households. Of course, this may not 
necessarily be the case and it might happen that a tenant who is, say, a 
high-wage professional dwell in a rental unit owned by a pensioner for whom 
rental revenues form a significant share of his relatively modest annual 
income; in such a case, the transfer clearly operates in the reverse direc- 


tion, that is from lower to upper income households. 
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5. RENT CONTROL: THE INVESTOR’S POINT OF VIEW 


We shall devote the current chapter of our report to the 
assessment of the Quebec rent control system from an investor's point of 
view. More precisely, we shall attempt to summarize the main comments and 
criticisms expressed by landlords through the voice of the corporate body. 
serving as their official representative, namely the Corporation des 
propriétaires immobiliers du Québec (CORPIQ).?” Most of the information 
presented here is taken from a report prepared by the latter in November 
1981 and presented to the President of the Régie du Logement as a reaction 
of rental building owners to Act 107 creating the Régie; personal 
interviews with the Corporation’s managers about prominent issues also 
proved particularly helpful to our understanding of the problems faced by 
landlords. 


Topics to be discussed have been grouped into five sections per- 
taining to the rent determination process as well as to other aspects of 


the current legislation. 
5.1. Rent Increase Determination Method 


While investors seem to consider that, by and large, the criteria 
used by the Régie to determine rent increases are quite acceptable, they 
nevertheless question some aspects of the method which they regard as 


highly detrimental to their business. 
5.1.1 The Rent Base Issue 


As emphasized earlier, the rent control legislation implicitely 
assumes that the rent prevailing at a given time for a given dwelling is 
similar to the rent a comparable unit with equivalent locational characte- 
ristics would command on the market. Consequently, rent increases can only 


apply to market, and hence, «fair» rents. This, however, will not always 


MePCOR PIO groups over 900 members in the Quebec Metropolitan Region, which 
own around 65 000 rental units. 
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be the case. In particular, the situation may arise where a tenant having 
occupied a dwelling for a long time actually benefits from a 
«preferential», below-market rent which, according to the current legisla- 
tion, will be transferred to the following tenant without any (formal) pos- 
sibility for the landlord to adjust the rent to market level. Thus, the 
rent control system tends to perpetuate discrepancies between effective and 


market rents. 


The rent base issue could be solved quite simply by allowing 
landlords to adjust rents to market levels whenever a change in tenant 


takes place. 
5.1.2 Effective Versus Potential Gross Income 


A major criticism of the current system rests with the use of po- 
tential rather than effective gross income. According to CORPIQ, vacancies 
and bad debts should be fully taken into account in the calculation of rent 
rises. Although less straightforward, our own position on that matter also 
suggests that «unpredictable» vacancies be deducted from gross income, at 
least up to a certain limit defined by the regional average inoccupancy 


rate. 
5.1.3 Operating Expenses 


Although taxes and insurance expenses may be accounted for on a 
case-by-case basis, most other operating expenses refer not to the actual 
costs rises incurred by the landlord, but to average increases based on re- 
gional or national indices. Such a practice, CORPIQ argues, tends to pe- 
nalize investors for fuel, gas or electricity over-consumption by tenants, 
that is in as much as the latter tend to raise their energy consumption 
from year to year as a result of neglect and wastage: tenants will often 
say, let the windows wide open in winter without bothering about the re- 
sulting costs to the landlord. While the above scenario may currently oc- 
cur, we personally disagree with the full cost-pass-through principle, in 
that it does not induce landlords to prevent tenants from over-consuming 


energy related services. The solution to the wastage problem ultimately 
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rests with such services being paid for by tenants on the grounds of their 
individual consumption, which requires that energy costs be measured on a 
unit-by-unit basis; this remains the only efficient way of making tenants 


aware of the costs they incur and of reducing over-consumption. 
5.1.4 Net Income Adjustment 


According to CORPIQ, the net income adjustment process does not 
adequately reflect current fluctuations in interest rates, with the result 
that any violent surge in financial costs - such as the one experienced in 
the early eighties - may drive landlords faced with refinancing procedures 
into deep financial troubles due to insufficient cash-flow. Our detailed 
analysis of that fundamental issue showed interest rate fluctuations are 
explicitely accounted for in the calculation of the net income factor, with 
recent changes in the cost of capital being given greater weight; however, 
we also acknowledged that weighting factors could eventually be modified so 


as to put even more stress on the latter. 
5.2. Other-than-Rent-Determination Issues 


The method used to determine rent rises is not the only point 
questioned by landlords; legal provisions contained in Act 107 and provi- 
ding tenants with privileges regarded by CORPIQ as being excessive are as 
well a matter of concern. These mainly refer to claim procedures, rent 
collection, rent deposit before the Régie, vandalism and eviction proce- 


dures. 
5.201 Claim Procedures 


Since October 1980, the whole responsibility of setting up and 
forwarding a claim before the Régie is incumbant on the landlord. Thus, 
upon the tenant’s refusal to pay the rise required, the rent is automati- 
cally frozen at its current level until a decision is rendered, which can 
take up to a year. Apart from the costs this may imply for the landlord, 
the burden procedural aspects impose upon the latter may act as a serious 


disincentive for small investors who are neither acquainted with these is- 
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sues nor benefit from «scale economies» large landlords may realize in 


preparing such documents. 
5.2.2 Rent Collection 


Rent collection is made more difficult by the fact that a 21 days 
delay is granted to the tenant for meeting his obligations; if generalized, 
such a practice may result in severe losses to the investor or even drive 
him into insolvency. Besides, the interdiction to require payment guaran- 
tees from the tenant upon lease signing and to ask for post-dated cheques 


to be produced increase the probability of non-payment of the rent. 
5.2.3 Rent Deposit before the Régie 


Whenever the landlord falls short from meeting his obligations, 
for instance with respect to the provision of services described in the 
lease and included in the rent, the tenant may either ask for a rent reduc- 
tion or require that his rent be deposited before the Régie until the claim 
‘is settled. This, CORPIQ argues, may lead to abuses in that reasons in- 
voked by tenants are often ungrounded while the amount deposited is most of 
the time out of proportion with the seriousness of the fault. Besides, the 
delay required for claim settlement is too long, while no interest on the 
amount retained is paid back to the landlord, even though he might be found 


not esuidiy,: 


Such provisions are believed by investors to encourage tenants’ 
irresponsability and should therefore be reviewed accordingly. Only rea- 
sonable claims should be considered by the Régie and dishonest tenants, 
says CORPIQ, should be forced to pay a fine equal to a given percentage 
(say 10 percent) of the unpaid rent. Finally, the amount retained by the 
Régie should be proportional to the gravity of the claim and interests on 


that amount should be duly paid to the landlord for the withholding period. 
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5.2.4 Vandalism 


Vandalism is a quite frequent feature of rental activities and 
landlords confronted with that problem are almost invariably the losers: 
although a landlord may deposit a claim before the Régie against a tenant 
who has caused voluntarily or by neglect an accelerated deterioration of 
the premises, the legal process is lengthy and may end up before the 
Provincial Court. Besides, it will often happen that the faulty tenant is 
already out of reach when the claim is processed, thereby preventing the 


investor from getting any compensation for the damages done to the unit. 
3.2.9 Eviction Procedures 


Eviction procedures do exist in Act 107 and may be resorted to 
either if a landlord wishes to occupy for his own use a dwelling already 
rented, or under extreme circumstances involving the non-payment of the 
rent or the causing of serious nuisance to other tenants. However, due to 
the very philosophy of the Act which views housing as a fundamental right, 
the eviction of a tenant tends to be regarded as an ultimate recourse and 
it may take between six months to a year before the problem-tenant is ac- 
tually forced out of the building’®. In the meantime, he may have caused 
much harm to both the landlord and other tenants. For that reason, CORPIQ 
suggests that eviction procedures be corrected in such a way as to discou- 


rage would-be trouble-makers to act irresponsibly. 


Although the above suggestions should be studied in greater depth 
before modifying the Act along these lines, we generally agree with the 
overall principle underlying CORPIQ’s argumentation: to summarize, tenants 
should not be granted abusive privileges nor should they be prevented from 
meeting the duties conferrred upon them by the lease. A similar argument, 


of course, equally applies to landlords, which raises - once again - the 


18 It should be mentionned that recent procedural changes now aliow for 


non-payment related claims to be settled within seven weeks of the 
application date by landlords. 
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issue of finding the right balance between the rights and responsibilities 


of both parties. 
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6. RENT CONTROL: THE TENANT’S POINT OF VIEW 


Following our review of the major requests currently formulated 
by landlords with respect to regulations prevailing on the Quebec rental 
housing market, it is but normal that the point of view of tenants on the 
rent control system be also taken into account, thereby providing us with 
the other side of the picture. Due to the absence of any formal, written 
statement on the subject, the following lines reflect the opinion of both 
individual tenants and tenant associations as reported by a representative 
of one of the largest tenant associations in Montreal, namely that of Céte- 
des-Neiges. Comments have been classified in two categories, depending on 
whether they originate from individual tenants or from official tenant as- 


sociations. 
6.1 General comments from Tenants 


The general aspects of rent control which tenants currently com- 


plain about may be put as follows: 


a) The landlord is granted an automatic annual rent rise (whatever the in- 
flation rate) and in spite of the fact no improvement whatsoever might 
have been made in the dwelling. Tenants tend to regard rent rises as a 
direct reflection of housing services’ quality level. Therefore, rents 
should not be allowed to be raised unless such services improve; simi- 
larly, a deterioration in the quality of housing services should trans- 


late into lowered rents. 


b) The rent rise allowed by the Régie is often much too high. This 
comment refers to the situation that prevailed in the early eighties, 
namely in 1981 and 1982 while average increases of 12.2 percent and 
14.8 percent respectively were allowed. Quite clearly, tenants tend to 
consider rent rises should be based upon their own ability to pay 


rather than upon some investment rationale. 


c) Significant discrepancies do exist between rents charged for identical 


units, which is unacceptable. Here, tenants unconsciously raise the 
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rent base issue: since the current system is essentially confined to 
dealing with rent increases, discrepancies between initial rent bases 


charged for similar units are ignored and perpetuated over time. 


d) At the hearing, the landlord is usually given more time to develop his 
argument and defend his point than the tenant. Although, theoreti- 
cally, landlords and tenants are granted an equal opportunity to ex- 
press themselves, it seems likely to believe that unimformed - or even- 
tually intimidated - tenants do not fully use such an opportunity, es- 
pecially when these experience language problems (as in often the case 
with immigrants). Besides, the mere fact that the landlord is the one 
charged with the burden of the proof might be brought forward as an ex- 


planation for the latter’s prominent role in the claim. 


e) Tenants are not systematically provided with the exhibits pertaining to 
the claim. Again, this refers to an informational problem: while te- 
nants could insist upon being given all the documents in the case, they 


are not always informed of their rights. 


6.2 More Specific Comments from Tenant Associations 


In addition to the above comments, tenant associations also for- 
mulate more structured criticisms of the current rent control system which 


are directed at its very mechanics: 


a) A first and major complaint is that controls are not universal but spo- 
radic, thereby affecting only a small portion of the rental stock and 
generating discrepancies between rent levels charged for similar units. 
Consequently, tenant associations favour a universal control approach 
similar to that prevailing in Ontario and whereby a statutory increase 


is imposed upon all dwellings. 


b) A second criticism refers to the fact that the rent rise determination 
process does not account for expenses incurred by tenants for major re- 
pairs and improvements to their dwelling. Since the landlord directly 


benefits from such expenses which will eventually translate into higher 
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rents and a higher building value, tenants should be systematically 
reimbursed or have their rent - or their rent rise - reduced accor- 


dingly. 


c) Thirdly, the current system does in no way consider the landlord's be- 
haviour upon establishing rent increases. Indeed, the landlord who ne- 
glects to fulfil his duties and does not provide adequate services, 
should be penalized by having his requested rent rise lessened or sim- 


ply denied. 


d) Fourthly, tenant associations disagree with the relative importance 
given to the Net Income Adjustment factor in the determination of rent 
increases, which they regard as excessive. Indeed, as was shown ear- 
lier on (cf. Table 12), net income adjustment currently accounts for 
one third to one half of the total rent rise allowed by the Régie. 
Without any clear understanding of the rationale underlying the calcu- 
lation of this factor, it is hardly surprising that tenant associations 


be suspicious about its relative weight. 


e) Fifthly and finally, the rent control system is regarded as totally in- 
efficient with respect to controlling rents charged to new tenants: 
although landlords Gee leeelly bound to indicate on a new lease the 
lowest rent paid for a unit over the last twelve month period, they may 
easily circumvent regulations by managing so as to avoid any encounter 


between previous and new tenants. 


To summarize, tenants and their representatives tend to display 
attitudes with regard to rent control which - as expected - differ radi- 
cally from those of landlords. While criticisms concern both technical and 
procedural aspects of the current system, the general feeling amongst te- 
nants is that rent control is too loose, too permissive and too generous 
for landlords whose basic psychology remains essentially profit oriented, 
that is, consists for most of the time in raising rents as much as possible 
while minimizing maintenance costs. Besides, it is quite clear that, by 


and large, tenants do regard housing as a right rather than as a normal 
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good subject to market forces; for that reason, they believe rents should 
be based upon their own ability to pay rather than upon investment pro- 


fitability and competitiveness criteria. 
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7. GENERAL CONCLUSION: RENT CONTROL AND THE MARKET 


In the light of our detailed analysis of the Quebec rent control 
system, it is now time for a global assessment of its performance and effi- 
ciency in preventing excessive rent increases, and of its current and po- 


tential impact upon the residential rental market. 


By and large, and in spite of a few weaknesses stressed earlier 
on, we consider this system as being relatively «intelligent» in that it 
takes into account most of economic variables which play an important role 
in the profitability of real estate investment. In that sense, we may say 
that the rent control system prevailing in Quebec is «investor sensitive», 
although it remains, through its procedural and legal aspects, somewhat 
biased in favour of tenants. There is still room, of course, for improve- 
ment: for instance, allowing for base rents to adjust to market levels 
upon a change in tenant, accounting for part of vacancies in the calcula- 
tion of gross income, increasing the reward for major repairs and 
improvements and being more selective with regard to claims that should be 
processed by the Régie would undoubtedly enhance investors’ interest for 
rental activities without, for that reason, penalizing tenants unduly. 
Besides, the system could be made more fluent and less burdensome to 
landlords if certain procedural and legal issues of Act 107 pertaining to 
rent collection, rent deposit, vandalism, eviction procedures, etc. were 


reviewed so as to emphasize tenants’ responsibilities and duties. 


As for the efficiency of the current system in preventing abusive 
rent rises, it seems from empirical evidence that the Régie has reached its 
goal and that rent control has mostly benefitted tenants occupying low- 
rent, relatively old units located in small buildings and belonging most 
probably to the lower-income category. Therefore, in as much as rent 


control actually holds rents down, the current system can be said to 
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operate an income transfer predominantly from upper to lower-income 


households. ?9 


So far, we have been dealing with the rent control issue, assu- 
ming a rent control system is actually needed and that the problem is es- 
sentially confined to finding the best one, that is, the one that will pro- 
vide tenants with an adequate protection against abusive rent rises while 
at the same time, allowing for landlords to earn a reasonable return on 
their investment. The question should now be raised whether any control 
system is needed at all to achieve such goals. In order to deal with that 
issue, the impact rent control is likely to exert on the residential rental 


market in Quebec must be looked upon. 


Let us recall in the first place that a rent control system is 
justified only in as much as it actually limits potential returns investors 
may get from an unfettered market. Besides, unless such a market is highly 
imperfect, its usefulness may be seriously questioned: indeed, in the ab- 
sence of any particular feature - such as monopolistic or oligopolistic 
structure - that could prevent the market from operating smoothly, the ge- 
neration of abusive rent rises should remain very unlikely since competi- 
tion will force rents down to competitive levels. Under these conditions, 
rent control, flexible though it might be, will distort market mechanisms, 
thereby acting as an impediment to their harmonious functioning. Having 
said that, it should be stressed that the rent control system prevailing in 
Quebec remains ambiguous as to its actual objectives. More precisely, the 
question should be raised whether it confines itself to limiting abusive 
rent rises or seeks to establish a general policy of income redistribution 
and, if the latter is true, why it should parallel the market by attempting 
to provide landlords with a competitive return on their investment. This 
brings us to consider whether housing should be considered as a «normal» 
good whose production should be unrestrainedly subject to market forces, or 


a «semi-public» good due to its necessary character. 


= Subject to the reservations expressed in sub-section 3.3.1. paragraph 
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The issue discussed here is a fundamental one and should be con- 
sidered from a long-term perspective. Indeed, if rent control eventually 
results in non-renewal and accelerated deterioration of the rental housing 
stock, tenants who may, in the short-term, benefit from «artificially» 
lowered rents could be in the long-run severely affected by any shortage in 
the provision of rental accomodations”’. As stated previously, the rent 
control system prevailing in Quebec appears relatively wise in its attempt 
to protect tenants while providing landlords with a reasonable reward on 
their investment. However, in its present state, it is inadequate for 
dealing with the rental stock renewal issue. Indeed, the absence of any 
mechanism providing for a gradual adjustment of rents to market level 
directly affects new construction: since the construction cost of a new 
building far exceeds the market value of corresponding existing buildings, 
the economic rent charged for new units would have to be significantly 
higher than the rent charged for equivalent existing dwellings in order to 
provide the investor with a fair return. This, however, is unlikely as the 
level of rents prevailing on the market is predominantly dictated by the 
existing rental stock which is in its vast majority subject to rent con- 
trol. Although there is actually a specific clientele ready to pay higher 
rents in order to live in a brand-new dwelling, such a relative advantage 
fades away once the building is 3 to 5 years old and joins the rank of all 


other existing buildings against which it must compete. 


Although it is not the purpose of this paper to discuss in 
greater depth the very relevance of the Quebec rent control system, it is 
important to stress that the choice for a given system should rest upon a 
tight analysis of the long-term benefits and costs it is likely to gene- 
rate. We do not suggest, though, that controls be abolished for there are 
obviously specific segments of the rental market in which tenants are prone 


to being abused by unscrupulous landlords: these are the poor, the el- 


20 Annex B clearly shows that a significant drop in rental stock renewal 
has occured in recent years in both the Montreal and the Quebec 
regions. Although the over supply of the late seventies can be brought 
forward as an explanation. for such a trend, it is likely that rent 
control did act as a disincentive to investors. 
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derly, the sick, the newly arrived immigrants and all those who are not in 
a position to have their rights protected: similarly, lanlords equally 
deserve protection against irresponsible tenants. In that sense, it might 
be wise to modify the current system so as to emphasize informational and 
procedural aspects rather than rent controls as such. The search for a 
better balance between the rights and duties of both landlords and tenants 
should be complemented by demand-oriented measures - such as_ housing 
allowances or income supplements - which tend to minimize market 


disturbances while helping tenants to deal with the affordability problem. 
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ANNEX A 


CALCULATION OF THE NET INCOME 
ADJUSTMENT FACTOR PERTAINING 
TO THE BUILDING VALUE COMPONENT 


As indicated in page 28 of the current document, the net income adjustment 
factor related to building value appreciation is determined exogenously to 
the system and on a discretionary basis. In order to bring it out, a 


"residual" technique must be used. Thus, we have: 


Net income adjustment Total net income 
factor pertaining to = adjustment factor 
building value component MINUS 


Net income adjustment 
factor pertaining to 


fluctuations in interest 


ciation 


rates 
Hence: 
Year Total net income Net income | Net income 
adjustment factor adjustment adjustment 
related to | factor related 
interest rate to building 
fluctuations value appre 
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